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(1)

Abuse of the National Transportation Safety
Board’s Rapidraft Payment System

THURSDAY, APRIL 13, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,

TASK FORCE ON HOUSING AND INFRASTRUCTURE,
Washington, DC.

The Task Force met, pursuant to call, at 10:15 a.m. in room 210,
Cannon House Office Building, Hon. John Sununu (chairman of the
Task Force) presiding.

Members present: Representatives Sununu, Knollenberg, Miller,
Ryan, Toomey, Bentsen, Clement and Lucas.

Mr. SUNUNU. Good morning. Today’s hearing is the first of the
Housing and Infrastructure Task Force, one of six such panels re-
cently established by the House Budget Committee. The overriding
objective of these panels is to identify and review cases of mis-
management or misuse of Federal funds in an effort to better allo-
cate resources, improve government operations and ultimately look
out for the taxpayers’ interests.

I do not view these issues that we are going to be addressing in
these hearings as partisan, and it is not our objective to point fin-
gers or place blame. Frankly, both the administration and the Con-
gress share a responsibility to oversee these agencies. If problems
occur, we need to work together to look for solutions.

I believe that success in the continuing efforts here will not be
marked by a dramatic hearing or simplistic legislation that guaran-
tees accountability but instead by painstaking review and evalua-
tion of what works and, of course, what doesn’t work in govern-
ment.

Today’s hearing is a modest step in this direction. In reviewing
the problems associated with the Rapidraft check writing system
within NTSB, I hope that this Task Force can address three spe-
cific areas:

First, we need to understand what basic flaws of the Rapidraft
system led to very significant abuses, a significant number of drafts
being processed for inappropriate uses. Second, we should consider
the corrective action that has been taken by NTSB leadership and
assess whether or not similar changes should be implemented in
other Federal agencies that might still be relying on Rapidrafts or
other similar third party systems. And, third, I believe we should
consider whether extending legislation such as the Inspector Gen-
eral Act or the Chief Financial Officers Act to additional Federal
agencies would help prevent similar problems from occurring in the
future.
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I believe that today’s two witnesses and NTSB Chairman Jill
Hall and Inspector General Ken Mead will help provide answers to
these important questions.

Before we begin, however, I want to make a few personal obser-
vations about the NTSB itself. In my view and I believe the view
of Congress and the American people, the NTSB is without peer in
the performance of its core mission. The technical expertise and ob-
jectivity of its investigators helped to ensure the safety of travelers
not just in the United States but throughout the world. And this
is indeed a unique role. The NTSB provides an invaluable service
to the country and has earned its reputation for integrity.

It should be emphasized that the problems we are going to dis-
cuss today relating to the Rapidraft system are unrelated to the
core investigatory work of the NTSB. Moreover, it was the leader-
ship within the NTSB itself that first identified the problems and
requested that the Department of Transportation Inspector Gen-
eral work to begin an audit and make recommendations to the
Board.

This could not have been an easy request for Mr. Hall and the
Board to make. Moreover, implementing the changes to financial
systems, which the NTSB has already begun, is a difficult task in
any organization. Yet, throughout this process, the Board has con-
tinued to meet its critical responsibilities in an exemplary fashion.
It is a fact that I believe is a great credit to Mr. Hall’s personal
leadership.

The objective of this hearing is not to assign blame or respon-
sibility for a system that we know is flawed and that the current
Board inherited and which had been in place for about 10 years.
The Task Force’s goal is not to second-guess the overall effort of
Mr. Hall or Mr. Mead. To the contrary, Mr. Hall’s initial problem
identification and request should really serve as a model for others
in similar positions.

Instead, I hope we will work to make the best possible use of the
hard work already done by Mr. Hall and Mr. Mead and their re-
spective staffs and apply the important lessons before us across all
areas of the Federal Government.

It is my pleasure to yield at this time to Mr. Bentsen for an
opening statement.

Mr. BENTSEN. I thank my chairman of the Task Force, Mr.
Sununu, for yielding to me.

I want to thank or welcome both Chairman Hall and Inspector
General Mead here today. We appreciate you testifying.

I can’t help but say that—it’s not Mr. Sununu’s fault—but we
probably should have had the FAA here today. Because, as we
speak, the conference report on the budget resolution is coming up
on the floor, and you have got members of the committee who are
stuck here. But we do have important business before us today,
and I know Mr. Sununu and I are eager to get over to the floor
and do rhetorical battle with respect to the budget, as well as the
other members are.

The Task Force is charged with holding oversight hearings on
waste, fraud and abuse and reporting our findings and rec-
ommendations to the full House Budget Committee. I know of no
one, Democrat or Republican, in the Congress who believes the
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American people should tolerate any waste, fraud and abuse in-
volving their hard-earned tax dollars.

In this our first oversight hearing we turn to the Rapidraft check
writing program of the National Transportation Safety Board. With
all due respect to Chairman Hall, the NTSB is not really on the
Nation’s radar screen except for those tragic times when there is
a major accident. When there are tragedies in our skies like the
Egyptair crash off the coast of Nantucket or the TWA flight 800 in
New York, we look to the NTSB to investigate. I think I can safely
say that there is a broad agreement by Members on both sides of
the aisle that the NTSB is the world’s premiere independent acci-
dent investigation agency.

I would like to start also by commending you, Chairman Hall, on
your proactive stance with respect to financial inconsistencies that
your agency unearthed at the NTSB.

From my reading of the materials supplied, in 1999, when your
Office of Finance became aware of potential abuses of the Rapidraft
system, you contacted the Inspector General, who did not have ju-
risdiction over your agency, and requested that he come in and con-
duct an audit. You then terminated the Rapidraft system and re-
placed it with a program universally used throughout the govern-
ment. Shortly after, the Chief Financial Officer, who failed to prop-
erly audit payments under the system, was voluntarily separated
from his position. All the while, you apprised the authorizing con-
gressional committees of your activities. Moreover, I understand
that you recently contracted with an outside firm to have them con-
duct a complete audit of the abandoned Rapidraft system that goes
beyond the Inspector General’s investigation.

Chairman Hall, I want to commend you and your agency for
showing us how an agency can take the reins of responsibility and
initiate reform that deters waste, fraud and abuse. I think this is
something that you ought to be proud of and something that, at the
conclusion of these hearings, Mr. Chairman and members, that we
ought to hopefully hold out as a model for the Federal Government
in standing up and addressing problems within an agency rather
than not doing anything.

And, with that, I yield back the balance of my time.
Mr. SUNUNU. Thank you, Mr. Bentsen.
Mr. SUNUNU. At this time, it is my pleasure to welcome both of

our witnesses. We will take testimony from each, Mr. Mead and
Mr. Hall, and then allow members 5 minutes on alternating sides
for comments and questions.

STATEMENTS OF KENNETH M. MEAD, INSPECTOR GENERAL,
DEPARTMENT OF TRANSPORTATION; AND JAMES E. HALL,
CHAIRMAN, NATIONAL TRANSPORTATION SAFETY BOARD

Mr. SUNUNU. Welcome, Mr. Mead. We’re pleased to have you
begin.

STATEMENT OF KENNETH M. MEAD

Mr. MEAD. Thank you, Mr. Chairman and members of the Task
Force.

I want to at the very outset here reaffirm what you said in your
opening remarks. The Department of Transportation Inspector
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General does not have statutory audit or investigative jurisdiction
over the National Transportation Safety Board. We did our work
at the request of Chairman Hall, who called us promptly upon
learning of some issues concerning this Rapidraft program; and he
just as rapidly took action upon our recommendations. Indeed, even
in advance of us issuing our formal recommendations, the chair-
man acted.

And that is not always the case. As you look about government,
when you find recommendations from the Inspector General or
GAO, you don’t always see such expeditious implementation. So I
just want to say I hold Chairman Hall in the highest personal and
professional regard.

Now, beginning in 1984, NTSB contracted with a vendor to pro-
vide a line of credit for writing third-party checks, which in our tes-
timony we will refer to as Rapidrafts. They are much like your own
checks except they have NTSB’s name on them. A primary purpose
of these Rapidrafts was to eliminate extra paperwork and process-
ing time required to issue Treasury checks. The vendor adminis-
tered the Rapidraft program, including issuing blank checks and
providing NTSB with monthly transaction statements and canceled
checks.

Now our testimony is going to cover three areas: First, the estab-
lished internal controls for this program were not working as in-
tended, and clearly so; second, what our recommendations were
and NTSB’s response; and, finally, I think our findings illustrate
the need for some type of institutional oversight of NTSB in the fi-
nancial management area.

The Rapidraft system was in operation from 1984 through Sep-
tember 1999. It authorized some NTSB employees, 177 of the total
complement of about 450 staff, to write Rapidrafts for accident and
nonaccident investigation purposes.

During the past 3 fiscal years, NTSB issued 26,000 Rapidrafts
totaling nearly $13 million. During the first 11 months of 1999
about $3.6 million in Rapidraft payments were made. This system
was under the general management of NTSB’s Chief Financial Offi-
cer, called a CFO for short. Its operation was governed by an NTSB
order.

In late August 1999, after learning about incidents of possible
abuse, Chairman Hall asked for our assistance in investigating and
auditing the suspected abuse. We agreed to do so.

We performed the work under what is called a memorandum of
understanding, which actually had been under discussion between
NTSB and our office even before this abuse was uncovered. Chair-
man Hall told me that he wanted audit coverage just as a good fi-
nancial management practice.

Well, our audit revealed that the Rapidraft system was seriously
mismanaged. Of the 1,000 Rapidrafts paid during fiscal 1999 which
we sampled, 902 of those, or over 90 percent, failed to comply with
NTSB internal controls. Now what do I mean by that? There are
seven specific deficiencies that I would like to note here.

First, 678 of the 1,000 Rapidrafts didn’t contain a required expla-
nation for the check. Now, without an explanation or supporting
documentation, it is difficult to determine whether the disburse-
ment is for a legitimate purpose. An example: in November, a
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$2,150 Rapidraft was issued and negotiated with no payee and
there was no explanation on the Rapidraft as to what the purpose
of the check was.

Second deficiency: 222 of the 900 checks were paid without the
required signature or authorization number. We found, for exam-
ple, a $1,416 check that was paid—issued—but it bore no authoriz-
ing signature. It is like you cashing a check but not signing it.

A third deficiency: 22 Rapidrafts were issued in 1999 in excess
of the $2,500 ceiling. For example, six ranging from $7,800 to
$24,000 were issued for building renovations.

Fourth deficiency: as a matter of practice, paid Rapidrafts were
not reconciled with supporting documentation by NTSB. In fact,
when my staff retrieved the canceled Rapidrafts from NTSB, they
were still in the same unopened envelopes that the vendor used to
send them to NTSB. That compares to getting your bank state-
ment, throwing it in a drawer and never looking to see whether the
checks were yours or the charges appropriate.

Fifth: employees separating from NTSB weren’t required to turn
in their unused checks, and many did not. Moreover, the contractor
was not notified, in turn, that 37 employees, 37 of the 177 users,
had left the agency. The headquarter’s employee who embezzled
over $70,000 and who in fact worked for the Chief Financial Officer
used Rapidrafts that were left behind by a former employee.

Sixth: employees could order blank Rapidrafts from the contrac-
tor without management approval or knowledge. Management
didn’t track how many Rapidrafts were issued to the employees,
and they were not kept in secure locations.

And, finally, these checks were used to split purchases and cir-
cumvent Federal regulations. Splitting is the practice of using mul-
tiple checks to divide a single purchase to avoid competition. For
example, one employee wrote three checks totalling $4,600 to the
same vendor on one day for the same thing. And this lack of adher-
ence to internal controls overall rendered the system susceptible to
fraud, waste and abuse.

Our investigations disclosed that two employees had embezzled
government funds using the Rapidraft system. The employees have
resigned. Criminal prosecution has been initiated against both of
them.

On April 4, one former employee was indicted by a Federal grand
jury on seven felony counts.

On April 11, the other former employee, the one who worked
under the Chief Financial Officer, was charged with a felony for
embezzling nearly $74,000.

In November 1999, we apprised NTSB of our findings. We rec-
ommended that they discontinue the Rapidraft system, implement
an approved payment program using credit cards and ensure that
the Chief Financial Officer’s Office developed and implemented
comprehensive internal controls.

Chairman Hall told us that he had discontinued the Rapidraft
Payment System. He adopted the governmentwide purchase credit
card and travel credit card programs. He also appointed a new
CFO. He has retained the services of a private sector audit firm to
audit the financial management systems.
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Now the NTSB, as your opening remarks indicated, is held in
very high regard for its investigations. And, in this case, NTSB
took prompt action to get help, and it took prompt corrective action,
and they have committed to a meaningful course of corrective ac-
tion on a broad front.

Now, it is necessary for Chairman Hall to seek outside assist-
ance, because NTSB doesn’t have an Inspector General or an equiv-
alent institutional oversight mechanism. We feel that if they had
been subject to some type of institutional oversight and follow-up
of corrective action, it is likely that the problems uncovered in 1999
may have been avoided.

And just by way of illustration, I should say that, because of the
experience at NTSB and our own prior audit work at FAA, the De-
partment is terminating a similar program at FAA where similar
weaknesses were found. And that wouldn’t be possible if we weren’t
there to constantly monitor the situation. It just shows I think the
value of continuing oversight. And that concludes my remarks.

Mr. SUNUNU. Thank you very much, Mr. Mead.
[The prepared statement of Mr. Mead follows:]

PREPARED STATEMENT OF HON. KENNETH M. MEAD, INSPECTOR GENERAL, U.S.
DEPARTMENT OF TRANSPORTATION

Mr. Chairman and members of the Task Force, we appreciate the opportunity to
discuss the National Transportation Safety Board’s (NTSB) Rapidraft Payment Sys-
tem.

In 1984, NTSB contracted with a vendor to provide a line of credit for third-party
check writing privileges. A primary purpose of these checks, referred to as Rapi-
drafts, was to eliminate the extra paperwork and processing time required to issue
checks through the Treasury Department. The vendor served to administer the
Rapidraft program, including issuing blank checks (drawn against the vendor’s bank
account), maintaining a list of authorized NTSB users, and providing NTSB with
monthly transaction statements and canceled checks. NTSB renewed the firm’s con-
tract, most recently in 1996.

The Rapidraft Payment System—in operation from 1984 through September
1999—authorized some NTSB employees, including on-site accident investigators, to
write Rapidrafts ‘‘for accident and nonaccident investigation costs.’’ These Rapi-
drafts were limited to $2,500 per transaction. During the past three fiscal years
(FY), 1997 through 1999, NTSB issued 26,097 Rapidrafts totaling $12.9 million.
During the first 11 months of FY 1999, only $227,776 (6 percent) of the $3.6 million
Rapidraft payments were associated with on-site accident investigations.

The Rapidraft Payment System was under the general management of NTSB’s
Chief Financial Officer (CFO). Its operation was governed by an NTSB Order pre-
scribing the procedures and internal controls on use of Rapidrafts.

In late August 1999, after learning about incidents of possible abuse of the Rapi-
draft Payment System by one or more NTSB employees, NTSB Chairman Jim Hall
requested our assistance in investigating the suspected abuse. In addition to render-
ing investigative services, we agreed to perform a broader audit of the Rapidraft
Payment System. As NTSB is not within the scope of our investigative and audit
authority, we performed the work under a mutually agreed to Memorandum of Un-
derstanding and Agreement.

In brief, our audit revealed that the Rapidraft Payment System was seriously mis-
managed. Our review of 1,000 Rapidrafts paid during FY 1999 showed that 902,
over 90 percent, were noncompliant with NTSB internal controls. Specific defi-
ciencies we identified include the following:

• 678 Rapidrafts did not contain the required explanation for the check.
• 222 Rapidrafts were processed and paid without the required signature or au-

thorization number.
• 22 Rapidrafts were issued in excess of the $2,500 limit. In the two prior fiscal

years, more than 150 Rapidrafts exceeded $2,500, including eight Rapidrafts issued
for $20,000 or more.
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• As a matter of practice, paid Rapidrafts (forwarded by the contractor to NTSB,
similar to a bank’s return of canceled checks to a customer) were neither reviewed
nor reconciled with supporting documentation by NTSB.

• The contractor was not notified that 37 of the 177 authorized users had left
NTSB.

• Employees separating from NTSB employment were not required to turn in un-
used Rapidrafts and many did not.

• Employees ordered and received blank Rapidrafts from the contractor without
management approval or knowledge.

• NTSB management did not track how many Rapidrafts were issued to employ-
ees.

• Rapidrafts were not kept in secure locations at NTSB.
• Rapidrafts were used to ‘‘split’’ purchases and circumvent Federal Acquisition

Regulations and NTSB Orders. (‘‘Splitting’’ is the practice of using multiple Rapi-
drafts to divide a single purchase—which exceeds the Government’s $2,500 micro-
purchase ceiling—into a series of separate, smaller purchases in order to circumvent
the ceiling.)

NTSB’s lack of adherence to internal controls rendered the Rapidraft Payment
System susceptible to fraud, waste and abuse, as evidenced by two known embezzle-
ments which we investigated. Our investigations disclosed that two NTSB employ-
ees, one in a field office and one at Headquarters had separately embezzled Govern-
ment funds using the Rapidraft System. The employees resigned before our inves-
tigation commenced in August 1999. Since then, our findings concerning each of
those former employees have resulted in criminal prosecution by the Department of
Justice.

Our investigation disclosed that a former employee was responsible for misappro-
priating in excess of $20,000. On April 4, 2000, she was indicted by a Federal grand
jury in the Northern District of Georgia on seven felony counts of embezzlement.
On April 11, 2000, the other former employee—who worked under NTSB’s former
CFO—was charged in a one-count felony Information by the U.S. Attorney’s Office
for the District of Columbia for embezzling approximately $74,000.

In early November 1999, we apprised NTSB of our audit and preliminary inves-
tigative findings, transmitting our formal audit report. Our audit report rec-
ommended that NTSB:

• Discontinue the Rapidraft Payment System.
• Implement approved payment programs, such as the Governmentwide commer-

cial purchase card and a Federal payment processor for travel-related reimburse-
ments.

• Ensure that the CFO’s office develops and implements comprehensive internal
controls for these programs.

In response to our recommendations, Chairman Hall notified us that he had dis-
continued the Rapidraft Payment System and NTSB adopted the Governmentwide
purchase credit card program. Moreover, NTSB appointed a new CFO in January
2000 and has retained the services of a private sector audit firm to assist in identi-
fying weaknesses and recommending procedures and resources for improved audit
control. This outside audit firm will audit and examine internal control weaknesses
in other financial systems, such as NTSB’s travel program, accountability of prop-
erty and internal controls, and electronic certifications. These programs and systems
were beyond the scope of our review of the Rapidraft Payment System.

The NTSB is held in high regard for its expertise and role in assuring the safety
of all modes of transportation. It is widely regarded as the preeminent investigative
agency of its kind in the world. We note NTSB’s prompt action in requesting assist-
ance to identify the cause and extent of the problems with the Rapidraft program
and appreciate its cooperation with our auditors and investigators. NTSB has com-
mitted to a meaningful course of corrective action on a broad front, promptly ending
its use of Rapidrafts even before the completion of our audit, and must now follow
through in its implementation of these actions.

To help the Task Force in its efforts, our testimony today addresses three areas
related to the problems identified with the NTSB’s Rapidraft program.

• First, the established internal controls were not operating as intended,
• Second, our recommendations to correct the problems identified and NTSB ac-

tions relative to those recommendations, and
• Finally, our findings in this matter illustrate the need for some type of institu-

tional oversight within NTSB in order to provide the Chairman and the Board with
independent reviews of NTSB’s financial management programs and business oper-
ations. This capability presently does not exist.

In December 1997, we issued an audit report to the Federal Aviation Administra-
tion (FAA) regarding the closeout of its imprest fund, which included recommenda-
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tions concerning third-party drafts. At that time, we recommended FAA limit its use
of third-party drafts to exceptional circumstances. As a result of our work with the
NTSB in this matter, we made follow-up inquiries about the continued use of third-
party drafts in the Department of Transportation (DOT).

On March 30, 2000, DOT’s Assistant Secretary for Budget and Programs issued
a memorandum informing all DOT operating administrations that the use of third-
party drafts will be discontinued by the end of Fiscal Year 2000. As originally de-
signed, third-party draft programs once served a useful purpose by providing a pay-
ment mechanism for time-sensitive missions such as NTSB’s. However, the Govern-
ment’s adoption of purchase and travel credit card programs has supplanted the
need for third-party drafts.

INTERNAL CONTROLS WERE NOT OPERATING AS INTENDED

The Rapidraft Payment System was seriously mismanaged and subjected to em-
bezzlement. During fiscal years (FY) 1997 through 1999, NTSB issued 26,097 Rapi-
drafts totaling $12.9 million. While intended ‘‘for accident and nonaccident inves-
tigation costs’’, Rapidrafts were predominately used to reimburse employees for non-
accident related travel, pay tuition for training, make equipment purchases, and pay
employees’ salaries. Also, Rapidrafts were processed and paid when they exceeded
the $2,500 limit, and employees ‘‘split’’ purchases to circumvent that limit and the
Federal Acquisition Regulations.

The internal controls designed for the Rapidraft Payment System were not fol-
lowed, resulting in numerous weaknesses that left the System inherently vulnerable
to fraud, waste, and abuse. For example, Rapidraft stocks were not protected from
unauthorized use, Rapidrafts were paid without the required signature or authoriza-
tion number, and 37 of the 177 authorized users no longer worked for NTSB. Rapi-
drafts were also paid when the signatures of current and former employees were
forged. The CFO’s office did not review paid Rapidrafts or reconcile them with re-
quired supporting documentation to ensure payments were authorized and appro-
priate.

Our review of 1,000 Rapidrafts paid during FY 1999 showed that they frequently
lacked supporting documentation. The lack of documentation precluded us from de-
termining whether many of the payments were for legitimate NTSB purposes.

RAPIDRAFTS WERE USED IN VIOLATION OF NTSB POLICY

Contrary to NTSB policy, Rapidrafts were paid when they exceeded the $2,500
limit, and payments were split to circumvent acquisition regulations and the $2,500
limit. NTSB Order 1542 Section 5b(2) states ‘‘Rapidrafts are limited to a maximum
of $2,500 per item/service.’’ During FY 1999, the Rapidraft Payment System contrac-
tor processed 22 NTSB Rapidrafts that exceeded the $2,500 limit, including ones for
$11,076 and $4,070. During a limited review of FY 1998 and FY 1997 Rapidrafts,
we identified 107 and 49, respectively, that were processed for more than $2,500 in-
cluding individual Rapidrafts as follows:

• $28,532 for hotel services;
• $24,461, $20,000, and $13,357 for building renovations (FY 1997);
• $16,404, $10,000, and $7,890 for building renovations (FY 1998); and
• $5,795 for telephone service.
Also, NTSB Order 1542 Section 5b(3) notes ‘‘A paid Rapidraft does not eliminate

or mitigate . . . the prohibition against subdividing foreseeable purchases, merely
to use simplified procedures.’’ However, NTSB employees—including the former
CFO—were ‘‘splitting’’ payments using multiple Rapidrafts to divide a purchase that
exceeds the government’s $2500 micropurchase ceiling into a series of separate,
smaller purchases in order to circumvent the ceiling, a violation of Federal Acquisi-
tion Regulations and NTSB Order. For example, one employee wrote three Rapi-
drafts totaling $4,649 to the same payee on 1 day for computer equipment.

Internal controls were not sufficient to protect the System from fraud, waste, and
abuse. Although some controls existed on paper, the controls were not followed.
Also, NTSB staff were not trained in the proper use of Rapidrafts (NTSB Order
1542, Section 5a) or the penalties for misuse (NTSB Order 1542, Section 7a).

NTSB Order 1542 prescribes internal control procedures for Rapidrafts, including
segregation of duties, limitations on use, requirements for supporting documenta-
tion, and guidance on safeguarding the Rapidrafts. For example, Section 6d states
‘‘If the Rapidrafts do not meet certain pre-established criteria, [the contractor] will
reject them for payment. The amount may not exceed $2,500. The signature appear-
ing on the Rapidraft must be an authorized employee, and the authorization num-
ber must match the one assigned to that employee.’’
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However, the internal control procedures were not followed by NTSB and the con-
tractor. Specific weaknesses OIG identified include:

• Rapidrafts were paid without the required signature or authorization number.
• Rapidrafts were paid without the required supporting documentation.
• The contractor was not notified that 37 of the 177 authorized users had left

NTSB.
• Employees leaving NTSB were not required to turn in unused Rapidrafts and

many did not.
• Employees ordered and received blank Rapidrafts from the contractor without

management approval or knowledge.
• NTSB management did not track how many Rapidrafts were issued to employ-

ees.
• Rapidrafts were not kept in secure locations at NTSB.
• As a matter of practice, paid Rapidrafts (forwarded by the contractor to NTSB,

similar to a bank’s return of canceled checks to a customer) were neither reviewed
nor reconciled by NTSB.

Our sample of 1,000 Rapidrafts from the 7,749 paid during the first 11 months
of FY 1999 showed that 902 Rapidrafts (90 percent) were noncompliant with NTSB
internal controls. For example, 678 Rapidrafts (68 percent) did not contain the re-
quired explanation of the purpose for the check. Also, 222 Rapidrafts (22 percent)
were processed and paid even though they did not include the required authoriza-
tion number. Additionally, 52 Rapidrafts contained more than one deficiency such
as no signature on the check and no explanation of the purpose for the check. While
the contractor should not have paid Rapidrafts without signatures or authorization
numbers, NTSB officials did nothing to check the contractor’s actions or processes.

Specific examples of Rapidrafts issued and transacted in violation of the usage
procedures are as follows:

• In August 1998, a $1,416 Rapidraft bearing no authorizing signature was issued
and subsequently negotiated.

• In November 1998, a $2,150 Rapidraft for which no payee was listed was issued
and later negotiated.

Further, canceled Rapidrafts were not reviewed or reconciled with supporting doc-
umentation to verify that the payments were for legitimate products or services, and
that the transacting employee was authorized to make the payment. Bundles of paid
Rapidrafts from the contractor were stored unopened, and the CFO’s office did not
compare them against supporting documentation.

The CFO’s office only compared a listing of check numbers and dollar amounts
on the contractor’s bill with check numbers and amounts entered into the account-
ing system by employees who issued the Rapidrafts. If there was a match, NTSB
paid the bill without question. Reconciling Rapidrafts to the supporting documenta-
tion is an important control mechanism because it provides independent assurance
that payments and purchases are authorized and appropriate.

CONTROL WEAKNESSES WERE PREVIOUSLY IDENTIFIED

Weaknesses in internal controls for the Rapidraft Payment System were identified
on at least two previous occasions. A 1992 audit report by the General Services Ad-
ministration’s (GSA) Inspector General on NTSB’s travel procedures and practices
identified internal control weaknesses in the use of Rapidrafts. Also, staff began
raising concerns to the NTSB CFO in early 1999 that internal controls were not
being implemented.

The GSA Inspector General concluded that Rapidrafts were not properly safe-
guarded and were improperly used. Specifically, the GSA Inspector General’s report
noted that investigators or their supervisors were routinely issuing Rapidrafts for
travel advance purposes even though they were not authorized to do so. The report
also noted that subordinates issued Rapidrafts to their supervisors for travel pur-
poses. The GSA Inspector General noted that these practices were of particular con-
cern because they circumvented a fundamental control—separation of duties.

The then-Comptroller (former CFO) responded to the report outlining planned cor-
rective actions to be taken, including issuing a memorandum to all employees on
authorized uses and safeguarding of Rapidrafts. Based on our work, corrective ac-
tions were either never implemented or sustained because we identified the same
weaknesses as the GSA Inspector General.

Also, in January 1999, CFO staff began raising concerns to the CFO that Rapi-
draft users were not complying with internal control requirements. Specifically,
CFO staff noted that Rapidraft users were not submitting required supporting docu-
mentation for purchases and not entering required data into the accounting system.
When these concerns were ultimately raised to and reviewed by senior managers
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outside of the CFO’s office, instances of embezzlement were uncovered. Further, we
found that in January 1999, NTSB personnel in the office of the CFO alerted the
former CFO to irregularities involving the use of Rapidrafts by the former Head-
quarters employee who has since been charged with theft. Yet the CFO did not take
timely or adequate action and, in the next 8 months, until the Headquarters em-
ployee resigned in August 1999, this employee embezzled approximately 34 Rapi-
drafts totaling $30,000. The CFO resigned effective November 29, 1999, after our
investigation was commenced.

RAPIDRAFTS WERE EXPLOITED IN TWO KNOWN EMBEZZLEMENTS

In the end, the lack of adherence to internal controls subjected NTSB to separate
known embezzlements by two employees. We investigated a former GS–7 employee
in the Atlanta field office of the NTSB suspected of embezzling approximately
$20,000. The employee resigned in July 1999. Investigation disclosed that between
October 1998 and June 1999, the employee embezzled money from NTSB by writing
Rapidrafts to employees of NTSB and then fraudulently endorsing the Rapidrafts
to herself. The employee then deposited the Rapidrafts into a personal bank ac-
count. On April 4, 2000, the employee was indicted by a Federal grand jury in At-
lanta, charged with seven counts of theft.

We also investigated a former GS–8 employee of the NTSB Headquarters staff
who resigned in August 1999. On April 11, 2000, the former employee was charged
in a one-count felony Information by the U.S. Attorney’s Office for the District of
Columbia for embezzling approximately $74,000 between September 1997 and Au-
gust 1999, by fraudulently writing 97 Rapidrafts to herself using the signature au-
thority of a former NTSB employee and then cashing the majority of these Rapi-
drafts at a local liquor store. The Headquarters employee knew that once cashed,
the canceled Rapidrafts were not reviewed by NTSB for purposes of reconciliation.

IG RECOMMENDATIONS AND NTSB CORRECTIVE ACTION

On October 26, 1999, we met with Chairman Hall and senior NTSB staff to dis-
cuss our audit results and preliminary investigative findings. On November 8, 1999,
we issued an audit report to the NTSB that recommended NTSB discontinue the
use of the Rapidraft System and instead use the Governmentwide commercial pur-
chase card program for its on-site investigative expenses and other purchases. We
recommended that NTSB discontinue processing employee travel claims and instead
use a Federal processor for reimbursement of travel claims to ensure that proper
voucher examination is performed.

By letter dated November 5, 1999, we notified the NTSB of our preliminary inves-
tigative results. Subsequently, on March 21, 2000, we issued a final investigative
report to the NTSB. Our investigative report supported the earlier recommendations
of the audit and recommended that NTSB consider disciplinary action for employees
as appropriate.

The NTSB generally concurred with our recommendations. By letter dated No-
vember 23, 1999, Chairman Hall responded that NTSB had discontinued the Rapi-
draft System and adopted the Governmentwide Citibank Purchase card Program in
its place. The Chairman also reported that NTSB had commenced discussions with
a private sector audit firm for assistance in identifying audit weaknesses and rec-
ommending procedures and resources for improved audit control. We were recently
informed that such a contract has been executed and that an audit will begin in
the near future.

On January 3, 2000, the NTSB appointed a new CFO. The new CFO was hired
from the U.S. Treasury Department and has 35 years of Federal service in the field
of financial management. We have met with the new CFO several times to review
our audit and investigative results. He has identified and initiated specific actions
necessary to implement our recommendations, but his efforts require the full sup-
port of the NTSB Board and senior staff if he is to succeed in reforming and improv-
ing the financial management of the NTSB.

NEED FOR INSTITUTIONAL OVERSIGHT WITHIN THE NTSB

To his credit, NTSB Chairman Hall promptly sought our assistance in this mat-
ter. It was necessary for the Chairman to seek outside assistance because the NTSB
is without an Inspector General or an equivalent institutional oversight organiza-
tion. The NTSB has historically relied on agreements with other Inspectors General
or private sector firms for audit assistance. Outside oversight has included General
Accounting Office audits and congressional oversight exercised through the author-
izing and appropriations process.
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There is no full-time oversight of NTSB. Our work with respect to the Rapidraft
System was carried out in accordance with an August 31, 1999, Memorandum of
Understanding (MOU) between our office and the NTSB. The MOU allows for our
office to conduct investigations and audits at the request of the NTSB on a reim-
bursable basis. It does not provide authority for us to self-initiate audits or inves-
tigations as we do for the Department of Transportation, nor does it authorize, or
create a responsibility for us to ascertain whether or not NTSB implemented the
corrective actions discussed with us. As you are aware, such follow-up is critical to
oversight. For example, as noted above, the GSA IG was not in a position to follow
up on its 1992 audit results. If NTSB had been subject to some type of institutional
oversight, it is possible that the 1992 audit would have resulted in real corrective
action and the problems uncovered in 1999 may have been avoided.

Similarly, if the NTSB had an institutional oversight organization, the employees
who reported irregularities to the CFO in January 1999 would have had an in-house
channel to pursue when they did not see action on the part of the CFO in response
to their reports of irregularities. At the Department of Transportation, we receive
approximately 600 telephone calls, letters, and E-mail messages a year reporting
suspected fraud, waste and abuse within the Department. Our fraud, waste and
abuse Hotline offers employees confidentiality or the opportunity to provide informa-
tion anonymously. Reports to our Hotline receive independent attention from our
staff and are also shared with the Department management. For management, they
serve as a useful source of information about programs and operations in the De-
partment that, at a minimum, require management attention. The NTSB does not
have a vehicle similar to our Hotline to ensure an independent review of suspected
fraud, waste and abuse.

‘‘The National Transportation Safety Board Amendments Act of 1999,’’ (H.R.2910)
was passed by the House on October 1, 1999. The legislation reauthorizes the NTSB
and also contains provisions that address Inspector General oversight at the NTSB.
The bill provides that the Inspector General at the Department of Transportation
will carry out Inspector General responsibilities only with respect to the financial
management and business operations of the NTSB. While we did not seek this addi-
tional responsibility, we concur that our audit and investigation concerning the
NTSB’s Rapidraft System strongly suggests that some type of institutional oversight
is appropriate. The Senate is considering similar provisions as part of its reauthor-
ization legislation for the NTSB.

Mr. Chairman, this concludes our testimony. I would be happy to answer any
questions you may have.

Mr. SUNUNU. Welcome, Mr. Hall. We’re pleased to hear your tes-
timony.

STATEMENT OF JAMES E. HALL

Mr. HALL. Thank you very much, Mr. Chairman, Congressman
Bentsen, members of the committee.

I was invited to appear before you today regarding the National
Transportation Safety Board’s request for an audit and investiga-
tion by the Department of Transportation’s Inspector General re-
garding financial discrepancies found during an August 1999 docu-
ment reconciliation in preparation for our end-of-year financial
closeout. I have brought with me today our Managing Director,
Dan Campbell; our General Counsel, Ron Battocchi; and our Chief
Financial Officer, Mitch Levine, who will be available to be respon-
sive to any questions the committee may have as well.

Before I begin, permit me, Mr. Chairman, to spend just a few
moments on the NTSB and its mission. Since Congress created it
as an independent agency in 1967, the Safety Board has served as
the eyes and ears of the American people at more than 100,000
aviation accidents and thousands of surface transportation acci-
dents. Over time, it has become one of the Board’s premiere acci-
dent investigation agencies. In fact, it is only one of nine independ-
ent investigative organizations in the world.
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Perhaps more importantly, as part of our investigations we make
safety recommendations that we hope will prevent similar acci-
dents from recurring. In its 33-year history, the Board has issued
almost 11,000 recommendations in all transportation modes to
more than 1,250 recipients. In 1990, we began compiling the ‘‘most
wanted list’’ that highlights some of what we considered to be our
most important but not yet implemented recommendations and
covers concerns such as data recorders in all transport vehicles,
aircraft icing, fuel tank flammability and human fatigue.

It is important to note that, because the Board does not have reg-
ulatory or enforcement powers, we rely on our reputation for im-
partiality and thoroughness to get our recommendations imple-
mented. To date, more than 80 percent have been adopted. Many
safety features currently incorporated into airplanes, automobiles,
trains, pipelines and marine vessels have had their genesis in Safe-
ty Board recommendations; and over the years Board recommenda-
tions on ground proximity warning systems, windshear, crew re-
source management, railroad passenger safety, drunk driving, seat
belts, child safety seats, graduated licensing and emergency re-
sponse to hazardous material substances have been implemented.
At an annual cost of less than 20 cents a citizen, the 400-member
Safety Board I believe is one of the best investments this Congress
makes.

My testimony submitted for the record details the series of
events that led up to the August 1999 discovery. Today, I would
like to focus on what actions have occurred since I requested Mr.
Mead’s assistance.

I would, however, like to emphasize several facts. NTSB staff dis-
covered the discrepancies and notified me of the findings. Because
I was concerned about this compromise to our agency’s financial in-
tegrity and our reputation, I immediately requested the Depart-
ment of Transportation Inspector General to perform an audit and
criminal investigation to determine if our concerns were valid and
whether there were any additional problems even though, as pre-
viously mentioned, the IG had no jurisdiction over the agency. The
NTSB staff and leadership cooperated fully throughout the IG’s
audit and investigation. We were already taking corrective actions
before the IG completed their work, and we kept our appropriating
and authorizing committees fully informed throughout the inves-
tigation.

I asked the IG to look at three areas during their audit and in-
vestigation. Was there criminal conduct by any NTSB employee?
Were there systemic problems with the Rapidraft program? And
were there sufficient financial controls for small purchases?

Mr. Mead and his staff responded to my request quickly and very
effectively. He sent a full team of auditors and investigators who
devoted 3 months to the audit and 7 months to the investigation.
The IG’s audit did conclude that there were weaknesses in our in-
ternal controls and that existing controls were not followed.

The report made three recommendations: to discontinue the
Rapidraft Payment System immediately; to implement an approved
payment program to meet NTSB’s needs; and, third, to ensure that
the Chief Financial Officer’s Office develops and implements com-
prehensive internal controls.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00016 Fmt 6633 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



13

I terminated the Rapidraft system even before I received the IG’s
preliminary report in October 1999, based on an oral briefing from
the Inspector General and his staff. Following that report, we took
a series of additional actions. I placed the Chief Financial Officer
on administrative leave. In January 2000, I hired a new Chief Fi-
nancial Officer, Mr. Mitch Levine who is with us today, who has
35 years of Federal financial management service.

We are currently recruiting to fill vacancies in accounting oper-
ations and system accounting. We implemented governmentwide
commercial credit card programs for travel expenses and small pur-
chases. Travel vouchers and purchase card bills are now paid
through the Treasury Department Disbursing Centers.

And we selected an independent audit firm, PriceWaterhouse-
Coopers, which began work yesterday to develop a program for
comprehensive financial integrity. As part of their audit, they will
conduct a closeout review of the Rapidraft Payment System; docu-
ment NTSB’s financial management processes and systems; per-
form a baseline analysis of existing financial policies, procedures
and systems; test internal controls; develop internal control rec-
ommendations; and assess our audit readiness.

We received the Inspector General’s investigative report on
March 21st. It did not find any additional criminal activity beyond
that already found by the NTSB. It concluded that the two pre-
viously identified employees had embezzled about $95,000. Both
employees have left the NTSB. I have been advised that one has
been indicted by a grand jury and the other is pleading guilty for
criminal acts involving embezzlement and that restitution to the
American people will be sought.

Let me close, Mr. Chairman and members of this committee, by
saying to you that I take this situation very seriously, and it is the
most deeply troubling experience I have had in all my years of pub-
lic service. It has unduly impugned the reputation of this agency
and its dedicated employees.

This has been an especially difficult time for the Board’s employ-
ees, and it has been a distraction from our mission. As you may
know, while we have been managing this event, we have had to
deal with both the Egyptair and Alaska Air investigations.

We are taking, Mr. Chairman, every action necessary to ensure
that these deficiencies are rectified and procedures are put in place
to ensure that they do not recur. I give my this committee my
pledge that will be done.

Now, I fully support independent oversight of the Board’s oper-
ations on a regular basis. In fact, that concerned me most when I
became chairman of this agency, and I was trying to move in the
that direction at the time these events occurred.

I want to publicly express my appreciation to Mr. Mead and his
staff, and to thank them for assisting us in this task.

Mr. Chairman, I appreciate your attention and the attention and
time the committee staff and you and the members have given me.
That completes my statement.

Mr. SUNUNU. Thank you very much, Chairman Hall. I appreciate
your statement and its candor and certainly want to invite Mr. Le-
vine and Mr. Campbell to assist you as we go through the question-
ing process with any details that might be helpful.
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[The prepared statement of Mr. Hall follows:]

PREPARED STATEMENT OF JIM HALL, CHAIRMAN, NATIONAL TRANSPORTATION SAFETY
BOARD

Good morning, Chairman Sununu and Members of the Task Force. I was invited
to appear before you today regarding an audit and an investigation that the Na-
tional Transportation Safety Board (NTSB) requested from the Department of
Transportation’s Inspector General (IG). In August 1999, as the NTSB’s staff was
engaged in reconciling documents to close our books for the fiscal year, financial dis-
crepancies were found and brought to my attention. I promptly called Inspector
General Mead and asked for a full and independent investigation.

Before turning to the circumstances of that request, I would like to put the prob-
lems we discovered in our program for Rapidraft payments program in context. I
became Chairman of NTSB in October 1994, and inherited a financial accounting
system and organization that had been in place for many years and had not been
modernized with automated information capabilities. Weaknesses in its utility for
budgeting purposes were apparent, and after preparation of budgets for 1996, I
asked senior managers at NTSB to rethink our finance and budget process to make
recommendations to improve our performance. Staff reviewed the provisions of the
Chief Financial Officer Act, which, although it does not apply by its own terms to
a small agency such as NTSB, appeared to reflect a ‘‘best practice’’ approach to fi-
nancial operations. As a consequence of this review, in February 1997, I requested
the Department of Treasury’s Financial Management Service (FMS) to do a top-to-
bottom evaluation of the finance accounting system that had been in place at NTSB
for more than a decade. The cost for this service was $55,000, not insignificant for
NTSB, but we believed that modernization was critical.

NTSB received FMS’s initial report in June 1997. The report found that the exist-
ing accounting system was insufficient to support modernized accounting practices.
It recommended that we acquire a new accounting system. We contracted again
with FMS for assistance in selection of such a system. This resulted in the purchase
of an off-the-shelf, Joint-Financial-Management-Improvement-Program (JFMIP)
compliant accounting program. The FMS report also recommended that we target
October 1, 1998, as the date for changeover to a new system. We met that date,
and began use of an entirely new, modern system for fiscal year 1999. Achieving
this target placed a substantial workload on the accounting staff, but we believed
it was a critical first step in permitting us to achieve a clean audit opinion on
NTSB’s financial statements. The goal of a clean audit was a key recommendation
of FMS and is a central concept embodied in the Chief Financial Officer Act. I
wholeheartedly agreed with this approach.

I concurrently elevated the organizational structure of the comptroller’s function
to independent office status, headed for the first time by a Senior Executive level
official, also as recommended by the FMS report and the Chief Financial Officer Act.
And we undertook intensive training of administrative staff in the program offices,
in order to use the new accounting system to its full potential. We knew that the
total process of modernization and information integration would take several years.
However, by the middle of 1999, we were in the midst of a substantial revision in
our financial processes, with the goal of meeting financial accounting practices at
a level not yet, even today, required of us.

DISCOVERY OF EMBEZZLEMENT

From April 1989 until August 1999, Safety Board offices used what was for a time
a governmentwide, GSA-approved Rapidraft payment system. Rapidraft is a service
offered by a commercial vendor that enables a government employee to write checks
to pay for goods and services. NTSB Board Order 46A, issued in October 1990, es-
tablished the Rapidraft program for payment of small purchases, travel advances,
travel expenses, training registration, and other services. Proper reconciliation of ac-
counts within the program was a shared function between program offices and the
financial specialists within what is now organized as the Office of Chief Financial
Officer (CFO). In August 1999, during reviews to prepare for the fiscal year-end
closeout, a highway safety program officer asked for assistance from the CFO office
in reconciling records discrepancies concerning a particular Rapidraft payment. That
meeting triggered further analysis, and the subsequent review identified suspect be-
havior on the part of two NTSB employees concerning possible embezzlement. Ap-
proximately $95,000 appeared to be at issue.
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1 Both employees identified by NTSB resigned from the agency prior to investigation by DOT
IG and the Federal Bureau of Investigation.

NTSB’S REQUEST TO IG FOR AUDIT AND INVESTIGATION

NTSB has traditionally used the services of outside, independent auditors to as-
sess financial management issues. In this instance, I asked DOT IG if it would con-
duct an audit and a criminal inquiry. The IG does not have jurisdiction over the
NTSB. However, NTSB has the authority to use the services of other Federal agen-
cies and has used the services of other IGs in the past. We were in the process of
finalizing a new voluntary audit agreement with the DOT IG when the discrep-
ancies were uncovered. We believed that an IG, with the ability to simultaneously
pursue a financial audit and a criminal investigation, was especially well suited to
assist us. Consequently, we broadened the scope of our pending agreement to in-
clude criminal investigations and requested the DOT IG commence an immediate
two-pronged review of the problem we had uncovered. Staff and management were
instructed to cooperate fully with the work of the IG. NTSB (with DOT IG participa-
tion) briefed its Congressional authorizing and appropriating committees on the
problems identified and the initiation of work by the DOT IG. The concerns shared
with the Inspector General were:

• Was there criminal conduct by any NTSB employee? (criminal investigation)
• Were there systemic problems with the Rapidraft program? (audit)
• Are there sufficient financial controls for small purchases? (audit)
The IG completed its audit work and briefed top NTSB management on its results

on October 26, 1999, and their final report was delivered on November 8, 1999. In
addition, the IG periodically shared information on the progress of their criminal
investigation, and delivered the results of that investigation on March 21, 2000.

IG AUDIT AND INVESTIGATION REPORT RECOMMENDATIONS

The IG’s audit report concluded that there were weaknesses in internal controls,
and that existing controls were not followed. The report made the following three
recommendations:

1. Discontinue use of the Rapidraft Payment System immediately.
2. Implement an approved payment program to meet NTSB needs, specifically for:
• On-site investigative expenses, office supplies, computer equipment, tuition and

training payments, and other similar expenses, NTSB should use the Government-
wide Commercial Purchase Card Program.

• And, travel-related reimbursements, NTSB should use the same organization
that currently provides their payroll services (FAA) or another Federal processor.

3. Ensure that the CFO’s office develops and implements comprehensive internal
controls over these programs.

The IG investigative report concluded that there was criminal activity on the part
of the two employees that were originally referred by the NTSB.1 No other embez-
zlements were uncovered by the IG. Criminal enforcement is ongoing and restitution
will be pursued. In addition, the report recommended administrative action be con-
sidered for certain irregularities concerning use of agency e-mail, and that NTSB
ensure proper procedures for the acquisition of small purchases, the payment of per-
formance bonuses only within the payroll process, and adherence to government reg-
ulations regarding the use of frequent flyer mileage upgrades.

NTSB ACTIONS TAKEN AND PLANNED

In September 1999, NTSB terminated the Rapidraft Payment System. After re-
ceiving the October 26 briefing on this subject, the then incumbent CFO was placed
on administrative leave. In January 2000, a new CFO with 35 years of Federal fi-
nancial management service was hired. Recruitments are underway to fill additional
vacancies in accounting operations and system accounting. After the new CFO fa-
miliarized himself with the circumstances of DOT IG’s work, a series of briefings
were undertaken with NTSB’s authorizing and appropriating committees of Con-
gress concerning the results of the IG’s work and our responses. The NTSB has ini-
tiated implementation of all the IG Audit Report’s recommendations.

1. Rapidraft Payment System has been canceled.
2. Governmentwide commercial credit card programs have been implemented for

travel expenses and small purchases. Travel vouchers and purchase card bills are
being paid through Treasury Department Disbursing Centers.
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2 A copy of the PriceWaterhouseCoopers proposal, and the Board’s acceptance letter, were pro-
vided to the Committee. PriceWaterhouseCoopers began their audit activity on April 12, 2000,
and we expect the review to take about 4 months.

3. An independent audit firm (PriceWaterhouseCoopers) has been selected to de-
velop a program for comprehensive financial integrity.2 PriceWaterhouseCoopers
will perform the following tasks:

• Conduct a closeout review of the Rapidraft Payment System;
• Document NTSB’s financial management processes and systems;
• Perform a baseline analysis of existing financial polices, procedures and sys-

tems;
• Test internal controls;
• Develop internal control recommendations; and
• Assess audit readiness.
As I noted, the IG’s report on the investigation was received at the Board on

March 21, 2000, and we are currently preparing an action plan that will address
all stated recommendations. As a result of the IG’s work, we understand that one
of the two clerical employees originally referred to the IG by NTSB has been in-
dicted, and the other is pleading guilty for criminal acts involving embezzlement.

I would like to close by indicating NTSB’s appreciation for the work of Ken Mead
and members of his staff. This has obviously been a difficult time for NTSB, but
as an institution we strongly favor having the ability to resort to independent, ex-
pert assistance as a means of quality assurance and improved performance. We
would like to thank the DOT IG for providing that service to us in this case. Mr.
Chairman, that completes my statement and I will be happy to respond to ques-
tions.

Mr. SUNUNU. I would like to begin the questioning by discussing
the 1997 Treasury FMS recommendations and the changes that
were recommended as part of that process. And also I know there
were some controls, control changes recommended as part of the
Inspector General’s audit. Could I ask you to talk about those
changes? Specifically, has the new system for financial control been
implemented, what elements are in place and working, and what
elements are yet to be implemented?

Mr. HALL. I think the person with the most knowledge to re-
spond to that is our CFO, Mr. Levine.

Mr. LEVINE. This is history, Mr. Chairman, so I am looking back
at a time when I wasn’t at the Board. The Board selected the new
accounting system based on work done by the Center for Applied
Financial Management, which is a Treasury entity that they
brought in to look at their old financial system. They concluded
that in order to comply with most of the government regulations
dealing with financial management and the plethora of laws that
have been enacted by the Congress, we needed to move to an inte-
grated financial management system that was approved by the
Joint Financial Management Improvement Program and certified
by the General Services Administration.

NTSB selected a system with an assistance from the same con-
sulting group from Treasury. A system was selected. The vendor is
ICF Kaiser, it is called FINASST. That system recently was again
recertified through independent testing by the Joint Financial
Management Improvement Program as a system that complies
with the core financial requirements that are set by JFMIP and
GSA.

Mr. SUNUNU. If I may, you are not required, though, by law to
comply with the Chief Financial Officer’s Act, is that correct?

Mr. LEVINE. I have to defer to the Chief Counsel or the Manag-
ing Director on that.

Mr. HALL. No, we are not.
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Mr. SUNUNU. I don’t believe that is the case.
So, to be clear, you are setting—as a set of compliance standards

you are using the Joint Financial Management Improvement Pro-
gram. Are you required to meet that standard by law or that is the
one that you chose as a best practice model?

Mr. CAMPBELL. There are elements within it that we would be
required to meet. We intend to meet all the elements, because we
do see it as a best practice approach.

Mr. SUNUNU. And have all of the elements been implemented to
date that enable you to meet those standards? And, if not, what
system needs to be implemented to meet the standards you have
established for yourselves?

Mr. LEVINE. The system is the accounting system of record, and
was the accounting system of record for all of fiscal 1999. It is the
system we are using to account for the fiscal year 2000 appropria-
tion. It meets all the accounting standards. Where we find it lack-
ing is we need to better improve the financial management infor-
mation reporting capabilities of the system. I look at it as a power-
ful data warehouse, but somehow we don’t have a key to opening
all the doors.

Basically, we can do the obligation accounting, the expenditure
accounting, all the things required to make Treasury reporting, but
we do not have all the capabilities we need to provide information
to the executives and the managers of the NTSB to manage their
resources as effectively as they could.

Mr. SUNUNU. Have you set a time line for achieving those goals
of providing the Board with executive financial management infor-
mation?

Mr. LEVINE. This year we are working with our vendor to develop
scripted management reports that we can put on the desktops of
our managers so they can click on an icon and get the kind of man-
agement information they need.

We are working with the different managers and the administra-
tive officers to determine what is needed. In other words, we are
not just pushing it, we are trying to work with them as if they are
customers, which they are.

Through the remainder of FY 2000 and into FY 2001, we plan
to invest about $100,000 to $150,000 more for necessary system en-
hancements. We are also hiring an additional systems accountant
to help us roll this out.

Mr. SUNUNU. Let me ask you specifically about the disbursement
system that is, I hope, fully in place fully now to replace the Rapi-
draft system. You have gone to a commercial credit card system,
is that correct, the governmentwide credit card system?

Mr. LEVINE. Yes, the Board, long before I got here, implemented
both the Citibank travel card and the Citibank purchase card pro-
grams. We have issued more than 350 travel cards to our investiga-
tors and employees who travel. We have also issued over 100 pur-
chase cards to our investigators and others with procurement re-
sponsibilities.

Mr. SUNUNU. Do you have documentation requirements that are
more formal than what was used in the past? And are you perform-
ing—I should ask, how frequently are you performing reconciliation
on those credit card accounts?
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Mr. LEVINE. The personal travel cards are like your own personal
card. When Chairman Hall or Dan Campbell travel, or whatever,
the price of the airline ticket is put on the card through our ap-
proved travel agency. All travel expenses are placed on the card.
When we return, we file a travel voucher. That travel voucher
comes to the CFO organization and is reviewed and processed.

I am concerned because I don’t believe the review is sufficient.
One of the things that Ken Mead reported in his audit report was
that we needed to look to a third-party processor. We are in nego-
tiations with the Department of Veterans’ Affairs to implement a
travel voucher processing system where they will review and pay
our vouchers and conduct post audits.

My intent is to also have DVA perform a post audit on a sample
of FY 2000 vouchers.

Mr. SUNUNU. Mr. Mead, I want to ask you a couple of questions
about the Rapidraft system in general before opening it up to Mr.
Bentsen for questions. Could you talk a little bit about the degree
to which the Rapidraft system was used in other departments with-
in agencies within the Department of Transportation, the volume
of Rapidrafts that were previously used by the FAA, for example,
prior to canceling their program?

Mr. MEAD. Yes. The FAA this past year spent about $14 million
using a like system.

Mr. SUNUNU. Conceptually, at least, the subcontractor—third-
party subcontractor—was the same Gelco, and the contractual limi-
tations, $2,500 maximum and authorization number requirements
were similar, is that correct?

Mr. MEAD. Yes. But the fact is, we went in and audited the FAA
system in 1997. Although we found no embezzlements, we did find
weaknesses that were remarkably comparable to the ones that we
found at NTSB, unauthorized signatures and so forth. And we rec-
ommended that—at the time, that FAA tighten up that program.

We could understand how there might be exigent circumstances
or emergencies where you needed it. I don’t think that they fully
responded to the recommendations. As a result of the experience at
NTSB and that prior audit work that program must be terminated.

The Volpe Center is in Massachusetts, the research center. They,
too, were using the like system, as was the Federal Highway Ad-
ministration.

Mr. SUNUNU. Now, there are 10 other Federal departments or
agencies that are using a similar third-party payment system
through the same subcontractor; and another six we have identified
that are using a different third-party draft system. I understand
that you don’t know all of the limitations associated with each of
the contracts, but I do want to ask you a general question which
is, do you believe that the weaknesses you have identified in the
nature of a third-party check writing system, in particular the sys-
tem that was used through this subcontractor, do you think those
weaknesses are likely to exist at other agencies—Department of
Education, Department of Energy, Immigration? Do you think it is
in the interest of the committee at least to raise your concerns
about the weaknesses of the system with these other agencies?

Mr. MEAD. Yes, I would. I would be surprised if you didn’t find
weaknesses, at least to some degree. And here is why: When you
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just talk NTSB, which is a small agency cashing approximately
8,000 checks a year worth about $4 million, it is a very paper-in-
tensive system. And when you have holes that turn up where there
is no reconciliation, where checks are being paid and nobody is
even signing the check, where there is no payee, where there is no
purpose on the check, you have to have a very rigorous oversight
system to make sure that a check writing program, is going to be
airtight. And that is tough. In fact, that is why the Federal Govern-
ment moved to credit cards. It is much tighter accounting system.

Mr. SUNUNU. Thank you.
One final question for Chairman Hall, and that is—and Mr. Le-

vine as well—as you move through this credit card system, have
you found that there is anything unique regarding the NTSB’s crit-
ical mission that in certain cases might make the commercial or
government credit card system impractical and do you think there
may be situations in some of these other agencies that would some-
how prevent them from ever implementing a government credit
card system if they chose?

Mr. HALL. I am not aware of any. My answer would be no.
Mr. SUNUNU. Thank you.
Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman.
Let me say, first of all, Mr. Mead, with respect to the chairman’s

most—his line of questioning there that, on its face, I think the
credit card system clearly works better than a Rapidraft. And it is
an antiquated type structure to use and does raise the potential,
if not for abuse, the potential for sloppy recordkeeping, if nothing
else.

I have yet in my experience in the private sector or the public
sector found an expense reimbursement system that has been
smooth and clean. I know in my old banking days we always won-
dered whether the company was carrying us or we were carrying
the company. I am sure that is sometimes the case here as well.

That being said, obviously the system has some problems; and I
do have a number of questions. Let me go to the chairman’s last
question, though.

Mr. Hall, I can see certainly in most cases where you are buying
an airline ticket, charging a hotel room, that the credit card system
works pretty well. In fact, in some cases you couldn’t do it without
a credit card. But are there instances that you could explain to us
in the—where in the case of NTSB, which is a somewhat unique
agency, where a credit card system might not work? I don’t think
we want to have Federal employees walking around with a pocket-
ful of cash, but there are cases where you are on the ground that
you have to have something a little more liquid than a credit card.

Mr. HALL. Well, I might ask Mr. Campbell to comment on this
as well. He has more years of experience than I do in this area,
Congressman.

In the aviation area, our investigators operate sort of the high-
way patrol of the skies. Every time there is a fatal aviation acci-
dent, we have an investigator there. They have to take charge of
that wreckage. They have to be responsible for assisting with the
wreckage removal, with the engine tear downs, other things that
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are routinely done as part of the investigation. Obviously, to be
able to pay for those things is very important.

On major accident investigations, it is hard to anticipate in ad-
vance things that you may be called upon to do.

The credit card system, to my knowledge, so far has served us
fairly well.

Mr. Levine wanted to comment. Somebody over was there was
rustling.

Mr. LEVINE. Congressman Bentsen, the credit card contract per-
mits the use of convenience checks to handle situations where cred-
it cards are not accepted by a vendor.

Convenience checks are set up for unique situations. Let me give
you some examples. Convenience checks are limited to investiga-
tors in charge at an investigation, and a handful of others.

NTSB often has to take custody of wreckage or equipment and
often needs to buy services from the local economy. For example,
the local police department may moonlight and be willing to pro-
vide protection of that material overnight. Last I heard, off-duty
policemen don’t take credit cards. The convenience check program
is one way we can handle that.

It is also possible for our people to get cash advances from their
travel card from an ATM machine. They can take these funds and
then seek reimbursement through proper channels when they come
back to their duty station.

So there are a few cases where the credit card just doesn’t work,
and the contract with Citibank which GSA negotiated for all of gov-
ernment does provide for that. We have limited the utilization of
the convenience checks, and very few of them have been used. We
have very bright people doing this work. They know how to get it
done.

Mr. BENTSEN. Let me ask just a few other questions. With re-
spect to the Financial Management Service Review in 1997, there
were a number of recommendations in that report. Some included
adding budget officers and staff, implementing new systems tech-
nology for management—for financial management. The agency
didn’t follow through on all those. Were there budgetary reasons
related to that? In the scheme of your agency that you all go from
one emergency to the next emergency?

Mr. HALL. The last 10 years almost any mode of transportation
in the United States doubled. As a result, there has been a tremen-
dous impact on the work of our agency and the number of employ-
ees we need to accomplish our mission at a time when everyone
else in Washington is basically downsizing.

I have requested every year I have been chairman more people
in my budget. And our committees of Congress normally, usually
over the objection of the Office of Management and Budget, have
assisted us in getting more people. In retrospect, we took most of
those additional people and placed them in investigative positions
in order to accomplish the mission. And I did not, at the same time,
put enough people in our accounting and budget office to perform
the mission of the additional amount of money that we were using.

We will have additional employees in the new fiscal year. Many
times, I find those employees are tied by OMB or Congress to spe-
cific slots. I have difficulty getting money to fund accountants. I am
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going to take the first people we get and be sure that we have
enough people to be responsible stewards of the money we are
given.

So that is a long answer of saying I think, yes, we have had some
difficulties in being able to accomplish everything that we wanted
to do because of manpower limitations.

Mr. MEAD. My I offer a perspective on that?
I think in this case, as in the case in many situations in govern-

ment and private industry, the leadership and stewardship of the
people you have in place is critical. And here, as is illustrated by
the experience with the Rapidraft system, there were plenty of
early warning signs given directly to the Chief Financial Officer.
And they were not acted on. And I think with the new leadership
in place, that you should see a strong improvement.

Mr. BENTSEN. This reminds me a little bit of graduate school.
This is going to be a great case study some time.

Mr. Mead, two things. One is, as I understand it, H.R. 2910, the
NTSB reauthorization that passed last year now does give you au-
thority to look at NTSB?

Mr. MEAD. Yes, sir, on rather nonjudgmental financial manage-
ment areas only. And I think it would be inappropriate to have the
Inspector General for the Department of Transportation in a posi-
tion to second guess programmatic judgments or investigative judg-
ments of the NTSB. So, yes, that is in the bill. It has passed. It
hasn’t moved through the Senate yet, and we are prepared to do
it if the Congress wants us to, but we don’t want authority into the
programmatic areas.

Mr. BENTSEN. So you want to limit it to the financial scope.
Mr. MEAD. Keep it clean, rules and regulations, internal controls

that reasonable people can agree upon and you can empirically
audit.

Mr. BENTSEN. That would solve that part of the problem in your
testimony.

Mr. MEAD. Yes, it would.
Mr. BENTSEN. In your investigation and in the investigation that

was carried out that Justice is now involved in with the two indi-
viduals that have been indicted, is the loss to the government, the
taxpayers, the fraud or theft limited to the two payments, the
$90,000? Did you find any overpayment of a contractor? Or was it
a case of inefficient bookkeeping, recordkeeping, questionable use
of using the Rapidraft Payment System for paying accounts that
probably should have been paid out of another vouchering system?
Or have you found a situation where there might be other, higher
dollar misuse of funds?

And I know there is a difference of agreement with respect to
Board orders in 1992 and 1995 as to what areas are covered, and
we could get into that debate. But I guess my question is, bottom
line, other than lax controls and using the Rapidraft system for
vouchers that other systems should have been used for, did you
find other cases where Acme Trucking Corp. was paid more money
than it should have been paid or anything like that?

Mr. MEAD. We do not know of any embezzlements other than the
one that we have reported to you. I would be surprised if there
were not other instances of abuse of this system, but they would
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be very difficult to track down. Why? Well, when nobody signs the
check and it is paid or there is no purpose and no documentation
underlying it, it is difficult to tell what the purpose was for or
whether it was for a legitimate expense.

I think the fair answer to your question is that the vast majority
of these checks were probably written by upstanding people for le-
gitimate purposes. Where there were weaknesses was in internal
controls and so forth, and sloppiness. But I can’t vouch that we
have uncovered all the abuse in this program.

Mr. BENTSEN. I assume the PriceWaterhouseCoopers audit
should show some of that.

You raised one issue that I hadn’t thought about, and my time
is up, but the way this system works is there is a contractor who
is the bank account holder on behalf of the agency, and the check
is written and passed through them. But they cleared checks with-
out a signature?

Mr. MEAD. Yes, sir. Do you see this package here? When we went
to NTSB when Chairman Hall said come on in here and investigate
and audit, we said, let’s see the checks. And my auditors picked up
unopened packages of checks that had been sent to NTSB’s Chief
Financial Officer unopened, bundles of them. Well, under the
contract——

Mr. BENTSEN. Canceled checks.
Mr. MEAD. Oh, yes. These are all paid, and it was never opened

by anybody, so there was never any reconciliation done. And under
the terms of the contract with the vendor, at least our reading of
it, NTSB had 45 days to tell them don’t pay this check. But since
there was no reconciliation or review, that just wasn’t done. And
now the 45-day period that NTSB did have to assert a claim has
expired.

Mr. SUNUNU. If Mr. Bentsen would—thank you, Mr. Bentsen.
So that point—we have a check here that is displayed on our far

right that gets to the point that you raise, which is a check that
was cleared by the third-party contractor and it has no authorizing
signature on it whatsoever. And there is a 45-day period where
there might be a response but clearly there were significant prob-
lems with both internal controls not performing reconciliation but
with the controls and the process used by the third-party contrac-
tors.

I would like to ask unanimous consent that all members be al-
lowed to revise and extend their remarks and also ask unanimous
consent that we include in the record a list of other departments
or agencies that are using this third-party contractor. Without ob-
jection.

[The information referred to follows:]

LIST OF FEDERAL DEPARTMENTS OR AGENCIES THAT GELCO PROVIDES THIRD-PARTY
DRAFT SERVICES TO

African Development Foundation
U.S. Department of Treasury—Bureau of Engraving & Printing
Federal Aviation Administration
Immigration & Naturalization Service
Internal Revenue Service
U.S. Department of Treasury
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U.S. Mint
Office of Thrift Supervision
Federal Highway Administration
Internal Revenue Service—Southeast
U.S. Department of Energy
U.S. Department of Energy—Oak Ridge
U.S. Department of Education
U.S. Department of Transportation—Volpe

Mr. SUNUNU. I recognize Mr. Miller for 5 minutes.
Mr. MILLER. Rapidrafts, often in the private sector known as

voucher systems, meet accountability standards when they are
used properly and they are reviewed properly, so I don’t want to
get the focus off the Rapidraft, saying that is the problem. That is
not the problem. But when you have checks written to Myriad In-
vestments and the intent of those checks, as you said, Mr. Mead,
are supposed to be used for accident and nonaccident purposes. A
flag should have come up to somebody that you don’t pay it.

When a check comes to Gelco with no signature, the fact is it
should not have been paid. When a check comes to Gelco—and
please put one of the ones up that exceed $2,500—exceeding
$2,500, the fact is the check should not be paid. Period.

Now, there is not any question that there was some corruption
internally. But I don’t think there is any doubt that there is incom-
petence on the part of Gelco if you look what has happened and
transpired. If you go to the Gelco contract, it is very specific. Gelco
Payment System and the National Transportation Board agree to
notify each other immediately of any misuse of the Rapidraft au-
thorization—Rapidraft orders.

Now a certain amount of those were done. Many were not, based
on the investigation.

Also, Gelco’s payment system assumes responsibility for the face
value of Rapidraft orders which fail to properly screen or be re-
jected. And if you look at their daily draft processing and standard
violation systems, these checks did not comply with the criteria
necessary to process those checks.

Travel cards are going to be no better than Rapidrafts if over-
sight does not occur. I have done dozens of loans when I was in
the building industry with lending institutions that we used vouch-
er systems or Rapidrafts, and they work if done properly, without
a doubt.

And I don’t want to get off the focus of Rapidrafts, saying that
is our problem here and we are going to stop using Rapidrafts and
when we stop using Rapidrafts the problems go away. That is not
true. And there are certain Rapidrafts or vouchers or payments
that are going to continue into the future that are going to be made
to vendors, am I not correct? Nobody in their right mind is going
to use their travel card to pay those. So they are still going to be
paid.

And that is where the problem lies. And the shift to using a trav-
el card does not deal with the problem.

Gelco did not do their job. They were incompetent. And there was
corruption on the part of staff, without a doubt. And we don’t know
how widespread that corruption was, and we don’t know how wide-
spread this is here. So you have a checks and balances system.
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In fact, Al Gore praised this system in one of his statements, say-
ing this is how we reinvent government. We have taken care of it
because we installed the checks and balance system that, if used
properly, works.

And in your testimony—Mr. Mead, you stated, contrary to NTSB
policy, drafts were paid when they exceeded the $2,500 limits. It
was printed on the check that these Rapidrafts should not exceed
that amount. Why did Gelco honor these checks?

Mr. MEAD. I can’t respond to that.
Mr. MILLER. That is what I thought.
Mr. MEAD. The $2,500 is an NTSB order, and it was in the

agreement with the contractor. But employees internal to NTSB
wrote letters to Gelco saying for these employees, honor the checks
over $2,500 all the way up to, in one case, $20,000. In another case,
under the contract with the contractor, NTSB committed to notify
the contractor whenever somebody left and was no longer an au-
thorized user. They did not do so. Then employees internal to
NTSB would sign somebody else’s name who had been an author-
ized user. Gelco pays the check. So——

Mr. MILLER. The largest checks that were cashed were to J.D.
Rainbolt Contractors—one for $7,500 one for $16,000, one for
$20,000, one for $5,000, one for $26,000, one for $13,000—were by
a former employee, not even employed at the time when he wrote
them. I mean, it is more than Rapidrafts. It is internal incom-
petence on the part of the government and on the part of the agen-
cy that is supposed to be supervising the payment of these.

It says clearly $2,500. And if you put one of the checks up, that
shows $2,500 crossed off by the person signing the check, and it
was paid.

I guess I have a question. Is Gelco being held accountable for
paying these? Are they being prosecuted right now? Can anybody
answer that?

Mr. MEAD. No, not to my knowledge.
Mr. MILLER. Why not? I have a contract right here signed by Wil-

liam Park, signed by—I can’t read the other name—but one by
Gelco, and one by part the government, that specifies what they
are to do. It specifies accountability. It specifies the process to go
through. This is not new. This has been known.

In fact, one thing that really bothers me is, when I go to the his-
tory of events—and this is for Mr. Hall. You became aware of this
in August of last year. Yet on September 23 we did a markup of
your authorization bill, and you came before us as a committee.
You never mentioned it. And on September 30, the bill was passed
on the House floor, and you never mentioned it. And yet you knew
about this problem in August.

Now, trust me, we have always voted for this stuff. Based on
statements made before us on May, 1999, that you never refuted
when you found out they were incorrect, one is, I know nothing
that has caused me any concern.

In addition, Mr. Keller notified—he was a financial officer. He
was a problem. ‘‘Eighty percent of our budget is dedicated to the
people, so there is not a whole lot of flexibility as far as abuse or
fraud or whatever that can take place,’’ was stated. And also the
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statement was made, ‘‘The most important job you have given me
is responsibility for handling taxpayer’s money.’’

And, Mr. Hall, you gave me the courtesy of coming by my office
yesterday, and you told me that you had notified everybody when
you found out about this, and I took that at face value. I am not
trying to criticize you. But when I look back, because I was respon-
sible for voting for your authorization last year, you knew about it
a month before we voice voted it out of committee. You never
brought it up. And it went out unanimously on the floor. You never
brought it up. Why not?

Mr. HALL. At the time that I learned of this, I notified Mr. Mead
and attempted to follow every piece of advice Mr. Mead gave me,
including when to advise our committees, because we were dealing
with an ongoing criminal investigation. At the time that Mr. Mead
said we should go and meet with committee staff and advise them
of this matter, we did so. So that is the reason.

On the matter of those checks, I would like to have a chance to
check those and respond for the record in terms of who signed
those checks and their status at the time they were signed.

Mr. MILLER. I don’t have time. We do have those checks. But I
do have the sequence of events as they unfolded. We have to break.

Mr. SUNUNU. I appreciate it, Mr. Miller. We will allow Chairman
Hall to make that response for the record.

[The information referred to follows:]

CHAIRMAN HALL’S RESPONSE FOR THE RECORD REGARDING ‘‘WHO SIGNED THOSE
CHECKS AND THEIR STATUS AT THE TIME THEY WERE SIGNED’’

The checks referred to that exceeded $2,500 were signed by Mr. Don Libera, cur-
rently the NTSB’s Deputy Chief Financial Officer. At the time he signed the checks,
he was the agency’s Budget Officer. Mr. Libera had specific written authority from
the Chief Financial Officer, which also was provided to Gelco, to write checks in ex-
cess of the $2,500 limit. Because all of the checks were preprinted with the ‘‘NTE
$2,500 limit,’’ Mr. Libera crossed through this note and initialed the checks he wrote
that exceeded this limit. All of the checks written over the $2,500 limit were to ex-
pedite payment for legitimate purposes and were paid to NTSB employees, pri-
marily for travel-related expenses, or to vendors for supplies or services provided.
It should be noted that when Gelco received a check over the $2,500 limit, they
would usually call appropriate Safety Board CFO personnel to verify authorization
to override the established system limit.

Mr. SUNUNU. At this time, I would like to yield to Mr. Clement
and make members aware that at the conclusion of Mr. Clement’s
questioning we will recess for this vote on the rule and return back
promptly, at which time Mr. Miller will take the Chair to complete
questioning from the remaining members.

Mr. Clement.
Mr. CLEMENT. I don’t think I am going to have enough time, but

I will at least start anyway.
Mr. Chairman, as you know, I serve on the House Transportation

and Infrastructure Committee, the jurisdictional and oversight con-
gressional committee for NTSB. I am acutely aware of the tremen-
dous significance of the National Transportation Safety Board.

Under Chairman Hall’s leadership, the NTSB has had to address
some of the most challenging national transportation catastrophes
on record. As a fellow Tennesseean, I will say I am especially proud
of Chairman Hall’s commitment to excellence and public service.
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Like other members here, I strongly believe that every level of
the Federal Government should be held accountable for its actions.
On behalf of American taxpayers, Chairman Hall has worked to
make improvements in the deficient financial accounting system
that he inherited from the previous administration in 1994. He has
indeed worked on behalf of taxpayers by reversing NTSB practices
that were mismanaged.

Mr. Hall—Chairman Hall, it is my understanding that NTSB
does not have an IG of its own. You contacted the Department of
Transportation’s IG to come in and do an audit of the Rapidraft
check system, payment system. You have also contracted with
PriceWaterhouseCoopers to do an outside audit as well. Do you feel
that it would be beneficial to the NTSB to have an internal IG in-
stead of having to rely on DOT’s IG?

Mr. HALL. I certainly would have no objection to an internal In-
spector General in our agency.

I was told when I first inquired about an IG that our agency was
too small to have a full-time Inspector General. I consulted with a
number of people on getting that advice. But I think it is impera-
tive that our agency in the future have an annual audit of all of
our financial activities, and we are moving to do that.

Mr. CLEMENT. Mr. Mead, do you have any comment about the
question I asked?

Mr. MEAD. Just a point of perspective. When a problem comes up
like this, you need a critical mass to be able to deploy. I think you
can make a case for an internal IG. I think you can make a case
for having a Cabinet-level IG with the critical mass that can come
in.

Mr. Hall and I have a very good professional and personal rela-
tionship, and I think that helps a great deal. You would have a
problem if—you have a case like this come up—there is no way
that NTSB could responsibly have a permanent IG staff of 10 or
15 people. And that is the only perspective I would have. If you
want us to do it, we will do it. But please don’t give us any respon-
sibilities that go into the programmatic area or the investigative
area. Keep it down to the financial management.

Mr. CLEMENT. I may have another question or two when we come
back.

Mr. SUNUNU. We have approximately 4 minutes left in the vote.
If you would like to ask one of your questions and you can resume
questioning when we return.

Mr. CLEMENT. I will wait.
Mr. SUNUNU. We will recess at this time. We will reconvene as

soon as we return from the vote. Thank you, gentlemen.
[Recess. ]
Mr. MILLER [presiding]. I would like to correct one misstatement

that I made on the checks that were in the individual larger
amounts, the individual was still employed. But the comment was
more directly to the Rapidrafts were not to be used for this type
of purpose at this amount. And that was the issue.

Mr. Toomey, do you have questions?
Mr. TOOMEY. Is Mr. Clement finished?
Mr. CLEMENT. I am through. And I appreciate what you just

said, Mr. Chairman; and Mr. Hall may want to comment.
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Mr. HALL. No, that is fine.
Mr. CLEMENT. Thank you.
Mr. TOOMEY. I will be brief, but I did want to just get actually

maybe both Mr. Mead and Mr. Hall to react to some thoughts.
First of all, if we look at the case of the Rapidraft payments that

the IG reviewed, there were 1,000. And I take it there is no reason
to believe that that is not a representative sampling. And when we
consider that 90 percent of these had some kind of noncompliance,
one kind or another, it suggests, obviously, a routine lack of regard
for the rules of compliance. And I wonder if it doesn’t reveal to
some degree almost a culture of disrespect for certainly the rules
of the reimbursement, the whole Rapidraft system, and I wonder
how much more pervasive that culture would be of disregarding
rules which are really rather important.

Now, I take it that your investigation focused more on discover-
ing individual and systemic misuse rather than focusing on wheth-
er there was criminal intent or fraud that went with that. But I
was wondering, Mr. Mead, if you could clarify that for me a little
bit.

Mr. MEAD. I will try, yes, sir.
Inspector General offices are divided into two parts. One side is

a criminal investigative, looking at quasi-criminal administrative
violations that get an individual in serious trouble. The other side
of an IG operation is audit, program evaluation, financial audit
where you look at the effectiveness of the programs.

And in a case like this, what we had was criminal misconduct,
and we suspected that from the beginning. But once we got in
there and saw the type of criminal misconduct and how it was al-
lowed to occur, the latter—the unauthorized people signing checks,
the no-known purpose on them, the no payees, going over the lim-
its, things of that nature—we began to see that there was an un-
derlying vulnerability to this whole program. That triggered the
audit side of our office which led to the broader audit, sir.

Mr. TOOMEY. But as for those broader audits, we had a system
that we know was extremely vulnerable to abuse. Obviously, if you
don’t need to sign checks, you don’t even need to write a payee and
yet the check will be cashed. And yet there are only two cases of
fraud and embezzlement that have been pursued on a criminal
level. With such a high degree of noncompliance it strikes me there
must be a whole lot more flaws that occurred that we don’t know
about certainly beyond those two cases. And that is—you know, I
have no direct evidence of that, just by the sort of—intuitively
seems quite likely. So one of my questions is, what do we do about
that? What can be done?

Mr. CAMPBELL. If I may respond to that, Congressman, that is
the first order of business with our contract with PriceWaterhouse-
Coopers. We understood from the nature of the investigation that
DOT IG did for us that they would not necessarily get to the uni-
verse of all the difficulties that they might see. And so the first
order of business we have with the independent audit firm is to as-
sess that problem for us and give us some advice on how to pro-
ceed. The agency has chosen to continue to pursue that issue.

Mr. TOOMEY. And specifically with respect to the checks that
were cashed a year ago or 2 years ago with the old payments, are
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they still being investigated or is that the kind of thing where that
is being given up and we are trying to prevent repeat offenses?

Mr. CAMPBELL. No, sir we are looking at the past.
Mr. TOOMEY. In the inspection that you did do, the auditing and

investigation work that you did, was most of the noncompliance
that was cited about the handling of the Rapidraft system itself
and fault in that process? Could you also tell me about to what ex-
tent do you believe that these items that were being paid for were
purchasing things that either were not intended to be—you ad-
dressed those which were not intended to be used by the Rapidraft
system—but what about items that shouldn’t be bought at all that
were being purchased? Any more thoughts on that?

Mr. MEAD. Yes, there is clearly some instances of those where
you don’t really know what the payment was for. You see the check
behind you to American Express. That is one where nobody signed.
But even if it was signed, the question occurs, well, what about
American Express? Why were you writing checks to American Ex-
press? What was it for? And there are a lot in that category. A
large number.

Mr. CAMPBELL. If I could expand on that. The actual Gelco book
that you write checks from has a check at the top and a series of
additional documents that—additional parts of the document that
need to be filled out. What we will attempt to do is take some of
the difficult, the problematic checks and marry them back up with
their underlying documents which themselves need to be accom-
panied by the obligating form.

The check is not actually permission to obligate money. The
check is just a way of making the payment. Each check needs to
be accompanied either by a training form, a travel voucher, a 4400
for purchases and so forth.

So there is an opportunity to go back and look at these checks
and ask yourself, one, do we have the documents—of course, the
ones we don’t have the documents for would then by themselves be
particularly suspicious. But if we have the documents you can re-
view the document to give you some sense of what the underlying
purchase was about and make a determination about whether it
was for an authorized purpose or not. And that is our intention.

Mr. TOOMEY. So that is ongoing, that investigation.
Well, finally, just my last question for the Chairman, are you

concerned that there may be within the Board a sort of culture of
disrespect for internal rules and procedures, a sort of lax attitude
that has been revealed by this whole discovery that might pervade
both the institution and into other areas other than just the fi-
nances?

Mr. HALL. Congressman, I have a great deal of respect for all of
my employees. Setting the culture of the agency is the responsibil-
ity of the management of the agency. I can assign that responsibil-
ity, but I must accept that accountability. In this case, the individ-
ual that was responsible was not enforcing the type of culture that
should be in place.

We are going to, as Mr. Campbell said, look at each and all of
these transactions. That is one of the things we have asked Price-
WaterhouseCoopers to do. But, you know, my employee base there
does an outstanding job, in my opinion, performing their mission.
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And a part of their mission and part of their time was supposed
to be given and needed to be more directed toward a proper ac-
counting of these funds, and so we are going to put an emphasis
on that. If we had a cultural problem, we are going to change that
cultural problem.

I don’t know how else to comment on it. I don’t choose to be in
this position. The employees in the agency work very hard in their
job. It is the responsibility of management to lay down that culture
and direction for them. In this area we have not been as successful
as I would like. We have had this embarrassing situation, and I in-
tend to do everything we can if there is a problem to be sure it is
effectively addressed.

Mr. MEAD. I think, just from the observations of my own auditors
and investigators, there was a culture of looseness at the top in the
Chief Financial Officer’s office. You didn’t have an IG that every
so often did visitations at the agency on a routine basis to make
sure everything was honest. We found that, transcending the Rapi-
draft program, there were problems with the travel vouchers not
being reviewed. The computer equipment frequently wasn’t inven-
toried properly. The CFO should have made sure that employees
got periodic ethics training. And these things just were not happen-
ing.

And I, too, know a number of NTSB employees and have the
highest respect for them. But I do think you have to look at that
CFO for a great deal of leadership. And I don’t believe the Board,
Mr. Hall or NTSB was being well served, sir.

Mr. TOOMEY. Thank you, Mr. Chairman. I yield the balance of
my time.

Mr. MILLER. Chairman Hall, a couple of questions I need to ask
you, just to clear up some confusion. Under Federal reg 31 CFR
208, which is under the management of the Federal Agency Dis-
bursement Act—can you hear me?

Mr. HALL. I was having a little difficulty.
Mr. MILLER [continuing]. Which implements the Debt Collection

Improvement Act of 1996, requires the authority of the Secretary
of Treasury to grant waivers of all Federal payments made after
January 1, 1999, when it must be made by electronic fund transfer.
And 31 CFR 208 permits nonelectronic payment for national secu-
rity interest, military operations, national disasters, law enforce-
ment, amounts less than $25, certain payments in foreign countries
or in emergencies or, ‘‘mission-critical circumstances that are of
such an unusual and compelling urgency that the government
would otherwise be seriously injured.’’

Based on that, under what circumstance did NTSB qualify for a
waiver of 31 CFR 208 to continue using the Rapidrafts after Janu-
ary 1, 1999?

Mr. CAMPBELL. Congressman, I don’t believe that NTSB qualified
for a waiver under those provisions. And I don’t believe that we
had a waiver under those provisions. I think that the program for
the Chief Financial Officer, who is, unfortunately, not here to an-
swer this question, was to make a transition to the purchase card
program and the travel card program which we have implemented
now as of about September of 1999. And during the period between
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January 1 and September, I have personally asked this question
and——

Mr. MILLER. So you are confirming they should not even have
been using Rapidrafts after January 1.

Mr. CAMPBELL. It is my understanding that we should have gone
to electronic transfer.

Mr. MILLER. We need to ask this, because that issue has come
up and we didn’t have clarification. The confusion I had—there was
an ongoing problem with a system that shouldn’t even have been
in existence.

Mr. CAMPBELL. There would have been a class of transactions
which would have met the exemption standards, particularly those
in the field where the actions are—making an electronic funds
transfer at an accident scene may have been difficult, but there
was another whole class of transactions which probably would not
have met the waiver requirement.

Mr. MILLER. Probably the last question I can think of is—we ran
out of colleagues here—is part of the Rapidraft Payment System
NTSB maintained $350,000 in a non-interest-bearing account with
Gelco Information Network Inc. Have you made any effort to get
that money back at this time?

Mr. LEVINE. We are, right now, trying to get that money back.
There are a couple of issues on float and miscellaneous charges
that my people are trying to reconstruct, but they have been in
contact with Gelco. That is money that was put in deposit, I be-
lieve, as far back as 1989. It is basically to cover the float. We have
been in contact with them, and I have been assured that that is
being expedited.

Mr. MILLER. Well, Mr. Hall, you have been very courteous and
kind and forthright, and Mr. Mead, also. I appreciate the input.

We were told that other members are coming, but we are going
to go check. We will not delay you any longer than you have to.
Is there any final comment you would like to make?

Mr. HALL. No, sir.
Mr. MILLER. If somebody doesn’t show up in the next 5 seconds,

we will thank you graciously for being here today. Our comments
were not an attack. I hope they were not taken as such. They were
not meant to be.

Mr. Knollenberg, I have been informed, will be here within 60
seconds, so I will have to wax eloquently for the next 60 seconds.

This is probably not the best of times—with Egyptair, what is on-
going right now? We just had a hearing in Transportation on that
issue. It is not the best of times to be here.

I know your focus is on issues very important to us, very impor-
tant to commuters. I think you are doing an excellent job in that
area. It is a shame that a situation like this has to occur. I know
you are a man who probably takes this very personal because you
are the top. It is not meant to be personal.

From our perspective, it is just an issue that was believed should
have been discussed publicly, and it sounds like just the process we
have taken has changed some other agencies from the direction
they have gone in using these, trying to come up with more of an
accountable system. It sounds like and it appears like the individ-
ual now you have put in charge of CFO is going to be a thumbs-
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on individual and he is going to make sure something like this
never occurs in the future, and I am glad to see that.

But your agency does an excellent job, and this hearing is not in
any way intended to impugn the quality of work you do. Because
you do top-quality work. We are not—that is not the goal. It is
more accountability. And I know that you have taken many steps
to create accountability, and we thank you for that. And, again, I
want to say there was nothing personal in the questions that had
to be asked. I think we are all glad they probably were, and we can
move forward when Mr. Knollenberg shows up to ask his final
questions.

Mr. CLEMENT. Mr. Chairman how do you stay physically in
shape and be mentally alert? That is what I would like——

Mr. MILLER. You keep me in line. I try very hard, sir.
Why don’t we talk a break for just a minute or so for Mr.

Knollenberg? We will adjourn the meeting after that.
[Recess.]
Mr. MILLER. We are going to reconvene the meeting.
Mr. Knollenberg has walked in. He has 20 seconds worth of ques-

tions left, because he has used up 40 minutes and 40 seconds al-
ready.

Mr. KNOLLENBERG. Well, I apologize for being late. Three places
at the same time doesn’t work.

Let me again welcome everybody, and I appreciate your being
here. I am sure I might touch on a question that has been handled
before, and if it has just mention that. Mr. Chairman, you obvi-
ously may want to reflect on that, too.

Simple question, and I will get right to the heart, it was how
many Rapidrafts exceeded 5,000?

Mr. LEVINE. $5,000 or $2,500, sir?
Mr. KNOLLENBERG. I am sorry. Your question was what again?
Mr. MILLER. How many exceeded 2,500?
Mr. LEVINE. I sorted it——
Mr. KNOLLENBERG. I am asking how many exceeded 5,000.
Mr. LEVINE [continuing]. I have a list. And the only reason I

asked for clarification, sir, is my list tells me we issued about 169
that were over $2,500. I will have to go back to that list and to get
you an answer. If I could provide that for the record, I will.

Mr. MEAD. I have the answer here, so you won’t have to do that.
There were 70 Rapidrafts totalling $708,000 written for amounts
between 5,000 and 28,000.

Mr. KNOLLENBERG. That is fine. What was the maximum Rapi-
draft limit authorized for any user?

Mr. MEAD. Under the Board order, the limit was $2,500.
Mr. KNOLLENBERG. Who were the persons primarily involved in

writing the over-limit checks?
Mr. MEAD. Mr. Libera, who was a Deputy Chief Financial Offi-

cer, and Mr. Mills, who was an Accounting Officer. And I should
note that administratively they wrote or their supervisors wrote to
the vendor Gelco and said please authorize these people to write
checks over $2,500. The NTSB Board never approved that.

Mr. KNOLLENBERG. Another quick question, for what purposes—
and this is probably general, but what purposes were the checks
written for and what was the total dollar value?
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Mr. HALL. We have Mr. Libera here.
Mr. KNOLLENBERG. That question has been raised before. I am

not trying to duplicate. If you can’t do it quickly, would you do it
for the record?

Mr. HALL. Be glad to do it for the record. Yes, sir.
[The information referred to follows:]

RAPIDRAFTS OVER $2500
[Fiscal Years 1997–1999]

No. FY Last Name First Name Cleared
Date Check Number Amount Pay to Purpose

1 1997 Libera Jr Donald P. 80697 020001231–9 $2,644.67 North American
Van Lines

Invoice

2 1997 Libera Jr Donald P. 81597 020001237–3 $4,703.21 Shane Lack Travel Voucher
3 1997 Libera Jr Donald P. 81897 020001236–4 $3,717.55 Robert Benzon Travel Voucher
4 1997 Libera Jr Donald P. 82697 020001245–4 $5,137.89 Robert Hilldrup Travel Voucher
5 1997 Libera Jr Donald P. 82997 020019002–4 $4,896.93 Ronald Schlede Travel Voucher
6 1997 Libera Jr Donald P. 90297 020019003–3 $3,807.48 Alfred Dickinson Travel Voucher
7 1997 Libera Jr Donald P. 90497 020001234–6 $3,560.19 Dennis Jones Travel Voucher
8 1997 Libera Jr Donald P. 90897 020019011–4 $8,709.96 Ronald Schlede Travel Voucher
9 1997 Libera Jr Donald P. 90897 020019008–7 $3,819.24 Ronald Went-

worth
Travel Voucher

10 1997 Libera Jr Donald P. 90897 020019006–9 $3,176.26 Cynthia Keegan Travel Voucher
11 1997 Libera Jr Donald P. 90997 020019005–1 $3,153.58 Deepak Joshi Travel Voucher
12 1997 Libera Jr Donald P. 91097 020001249–9 $10,729.59 Robert Francis Travel Voucher
13 1997 Libera Jr Donald P. 91097 020019007–8 $3,395.38 George Black Travel Voucher
14 1997 Libera Jr Donald P. 91097 020019009–6 $2,508.58 Gordon Hookey Travel Voucher
15 1997 Libera Jr Donald P. 91297 020019001–5 $3,930.20 Keith D. Holloway Travel Voucher
16 1997 Libera Jr Donald P. 91297 020019010–5 $2,689.92 Gregory J. Phil-

lips
Travel Voucher

17 1997 Libera Jr Donald P. 91597 020019014–1 $3,815.76 Paul Schlamm Travel Voucher
18 1997 Libera Jr Donald P. 91897 020019015–9 $2,950.35 Matthew M.

Furman
Travel Voucher

19 1997 Libera Jr Donald P. 92297 020019025–8 $2,852.08 James Skeen Travel Voucher
20 1997 Libera Jr Donald P. 92997 020019052–8 $10,162.68 Robert Benzon Reimbursement
21 1997 Libera Jr Donald P. 92997 020019018–6 $4,744.42 James R. Jeglum Travel Voucher
22 1997 Libera Jr Donald P. 92997 020019017–7 $2,890.73 Malcolm Brenner Travel Voucher
23 1998 Libera Jr Donald P. 10898 020019283–2 $3,166.52 Richard J. Went-

worth
Travel Voucher

24 1998 Libera Jr Donald P. 11498 020019282–3 $2,871.61 Matthew M.
Furman

Travel Voucher

25 1998 Libera Jr Donald P. 12198 020019286–8 $4,596.76 Linda A. Jones Travel Voucher
26 1998 Libera Jr Donald P. 12698 020019289–5 $6,106.39 Richard J. Went-

worth
Travel Voucher–

Prehearing
Prep

27 1998 Libera Jr Donald P. 12698 020019288–6 $6,045.76 Ronald Schlede Travel Voucher–
Prehearing
Prep

28 1998 Libera Jr Donald P. 12898 020019287–7 $5,194.33 John Goglia Travel Voucher
29 1998 Libera Jr Donald P. 20498 020019290–4 $3,509.67 Robert McGuire Travel Voucher
30 1998 Libera Jr Donald P. 20598 020019292–2 $6,183.51 Robert Hilldrup Travel Voucher
31 1998 Libera Jr Donald P. 20698 020019293–1 $5,442.72 Cynthia Keegan Travel Voucher
32 1998 Libera Jr Donald P. 20698 020019291–3 $4,897.93 Robert Francis Travel Voucher
33 1998 Libera Jr Donald P. 20998 020019295–8 $4,696.18 Jamie Finch Travel Voucher
34 1998 Libera Jr Donald P. 21798 020019296–7 $3,000.20 Robert Macintosh

Jr.
Travel Voucher

35 1998 Libera Jr Donald P. 22098 020019303–9 $6,513.41 Robert Macintosh
Jr.

Travel Voucher–
Silk Air

36 1998 Libera Jr Donald P. 22398 020019302–1 $7,714.14 Greg Phillips Travel Voucher
37 1998 Libera Jr Donald P. 22398 020019299–4 $4,473.88 Malcolm Brenner Travel Voucher
38 1998 Libera Jr Donald P. 22498 020019301–2 $6,297.40 Scott Warren Travel Voucher
39 1998 Libera Jr Donald P. 22598 020019297–6 $2,938.00 Richard Parker Travel Voucher
40 1998 Libera Jr Donald P. 31098 020019309–3 $6,692.20 Barry Sweedler Travel Voucher
41 1998 Libera Jr Donald P. 31198 020019307–5 $3,411.66 Robert Francis Travel Voucher
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RAPIDRAFTS OVER $2500—Continued
[Fiscal Years 1997–1999]

No. FY Last Name First Name Cleared
Date Check Number Amount Pay to Purpose

42 1998 Libera Jr Donald P. 31198 020019306–6 $3,288.47 Deborah Smith Travel Voucher
43 1998 Libera Jr Donald P. 31298 020019308–4 $2,602.25 Denise Daniels Travel Voucher
44 1998 Libera Jr Donald P. 32598 020019312–9 $5,233.23 James Hall Travel Voucher
45 1998 Libera Jr Donald P. 32798 020019310–2 $4,403.19 Jerome Trachette Travel Voucher
46 1998 Libera Jr Donald P. 40198 020019311–1 $3,548.83 Paul Weston Travel Voucher
47 1998 Libera Jr Donald P. 40998 020019317–4 $5,326.21 Thomas Haueter Travel Voucher
48 1998 Libera Jr Donald P. 40998 020019314–7 $5,237.61 Deborah Smith Travel Voucher
49 1998 Libera Jr Donald P. 41398 020019319–2 $6,260.06 Robert Hilldrup Travel Voucher
50 1998 Libera Jr Donald P. 41398 020019316–5 $4,918.46 John Goglia Travel Voucher
51 1998 Libera Jr Donald P. 41498 020019320–1 $3,175.35 Thomas Conroy Travel Voucher
52 1998 Libera Jr Donald P. 41798 020019322–8 $4,655.14 Gregory A. Feith Travel Voucher
53 1998 Libera Jr Donald P. 42098 020019326–4 $9,157.86 Robert Francis Travel Voucher
54 1998 Libera Jr Donald P. 42798 020019321–9 $5,272.43 Evan Byrne Travel Voucher
55 1998 Libera Jr Donald P. 42898 020019329–1 $6,785.50 Scott Warren Travel Voucher
56 1998 Libera Jr Donald P. 42998 020019327–3 $4,387.70 James Pericola Travel Voucher
57 1998 Libera Jr Donald P. 43098 020019332–7 $6,881.87 James Hall Travel Voucher
58 1998 Libera Jr Donald P. 50898 020019331–8 $5,317.69 Gregory Salottolo Travel Voucher
59 1998 Libera Jr Donald P. 51398 020019335–4 $5,644.60 Robert Francis Travel Voucher
60 1998 Libera Jr Donald P. 51398 020019333–6 $3,395.27 Ronald Robinson Travel Voucher
61 1998 Libera Jr Donald P. 60998 020019337–2 $6,473.44 Gregory Feith Travel Voucher
62 1998 Libera Jr Donald P. 61598 020019340–8 $2,839.83 Robert Francis Travel Voucher
63 1998 Libera Jr Donald P. 62298 020019341–7 $5,000.00 Gregory Feith Advance for

Travel
64 1998 Libera Jr Donald P. 62998 020019342–6 $3,597.08 Gordon Hookey Travel Voucher
65 1998 Libera Jr Donald P. 81398 020019345–3 $6,309.77 James Hall Travel Voucher
66 1998 Libera Jr Donald P. 100197 020019057–3 $8,816.11 Gary K. Abe Travel Voucher
67 1998 Libera Jr Donald P. 100297 020019059–1 $14,466.36 Gregory Feith Travel Voucher
68 1998 Libera Jr Donald P. 100397 020019058–2 $2,995.47 Gary K. Abe Travel Voucher
69 1998 Libera Jr Donald P. 100797 020019062–7 $3,156.32 American Express Airfare RE
70 1998 Libera Jr Donald P. 100797 020019064–5 $2,694.00 Rivy Cole Travel Voucher
71 1998 Libera Jr Donald P. 100897 020019063–6 $4,830.44 Peter Goelz Reimbursement
72 1998 Libera Jr Donald P. 100997 020019066–3 $6,476.75 Woodfield Suites employee

accomodations
73 1998 Libera Jr Donald P. 101097 020019056–4 $4,089.87 Richard parker Travel Voucher
74 1998 Libera Jr Donald P. 101497 020019068–1 $2,822.63 Gregory Feith Travel Voucher
75 1998 Libera Jr Donald P. 102297 020019074–4 $4,089.87 Richard B.

Parker
Travel Voucher

76 1998 Libera Jr Donald P. 102497 020019252–6 $8,904.04 Lawrence D.
Roman

Travel Voucher

77 1998 Libera Jr Donald P. 102797 020019255–3 $2,709.00 Barry Sweedler Travel Voucher
78 1998 Libera Jr Donald P. 110697 020019258–9 $5,516.21 Robert m. Mac-

intosh
Travel Voucher

79 1998 Libera Jr Donald P. 110797 020019259–8 $3,269.50 Linda Jones Travel Voucher
80 1998 Libera Jr Donald P. 111297 020019260–7 $2,516.60 Richard J. Went-

worth
Travel Voucher

81 1998 Libera Jr Donald P. 111897 020019263–4 $5,386.47 Jim Hall Travel Voucher
82 1998 Libera Jr Donald P. 111897 020019261–6 $2,723.47 Gregory Phillips Travel Voucher
83 1998 Libera Jr Donald P. 112497 020019264–3 $5,176.33 Jamie Finch Travel Voucher
84 1998 Libera Jr Donald P. 120997 020019267–9 $3,577.05 Dennis Grossi Travel Voucher
85 1998 Libera Jr Donald P. 121997 020019273–3 $3,339.19 Jerome Frechette Travel Voucher
86 1998 Libera Jr Donald P. 122297 020019270–6 $2,821.60 Robert Francis Travel Voucher
87 1998 Libera Jr Donald P. 122397 020019272–4 $3,212.69 Paul Misenick Travel Voucher
88 1998 Libera Jr Donald P. 122697 020019280–5 $3,789.36 Ronald Schlede Travel Voucher
89 1998 Libera Jr Donald P. 122997 020019271–5 $2,699.65 Kenneth Egge Travel Voucher
90 1998 Libera Jr Donald P. 123197 020019278–7 $2,738.41 Deborah Smith Travel Voucher
91 1999 Libera Jr Donald P. 040899 030400001 $8,202.13 James E. Hall Travel Voucher
92 1999 Libera Jr Donald P. 112398 010030512 $2,799.47 Tom Conroy Travel Reim-

bursement
93 1998 Mills William J. 81798 020033326–8 $4,070.00 James V. Roberts Travel Voucher
94 1998 Mills William J. 81798 020033327–7 $3,232.54 Michael T. Brown Travel Voucher
95 1998 Mills William J. 82898 020033328–6 $2,979.07 George Black Travel Voucher
96 1998 Mills William J. 90298 020033330–4 $3,003.80 Paul Alexander Travel Voucher
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RAPIDRAFTS OVER $2500—Continued
[Fiscal Years 1997–1999]

No. FY Last Name First Name Cleared
Date Check Number Amount Pay to Purpose

97 1998 Mills William J. 90998 020033331–3 $4,435.76 Paul Misenick Travel Voucher
98 1998 Mills William J. 91198 020033332–2 $2,780.02 Dennis L. Jones Travel Voucher
99 1998 Mills William J. 92298 020033337–6 $4,693.43 Alfred Dickinson Travel Voucher

100 1999 Mills William J. 020599 020033362 $6,474.24 Robert Francis Travel Voucher
101 1999 Mills William J. 031799 020033365 $2,980.77 Deepak Joshi Travel Voucher
102 1999 Mills William J. 100898 020033343 $3,902.65 Paul Misenick Travel Voucher
103 1999 Mills William J. 101398 020033350 $2,737.00 James Hall Travel Voucher
104 1999 Mills William J. 101498 020033345 $2,576.77 Ronald Schlede Travel Voucher
105 1999 Mills William J. 101998 020033347 $4,720.01 Robert Francis Travel Voucher
106 1999 Mills William J. 102298 020033351 $4,571.66 John Goglia Travel Voucher
107 1999 Mills William J. 102798 020033352 $3,025.17 Deepak Joshi Travel Voucher
108 1999 Mills William J. 111998 020033353 $2,783.64 James Hall Travel Voucher
109 1999 Mills William J. 112598 020033357 $2,934.07 Dave Tew Travel Voucher
110 1999 Mills William J. 112598 020033356 $3,381.28 Dave Tew Travel Voucher
111 1999 Mills William J. 120998 020033360 $3,962.12 Robert Francis Travel Voucher
112 1999 Mills William J. 121198 020033358 $2,530.54 Paul D. Weston Travel Voucher
113 1999 Mills William J. 122198 020033361 $2,583.54 James Hall Travel Voucher
114 1999 Mills William J. 073099 020033372 $3,154.17 James Hall Travel Voucher
115 1997 Thomas Laura J. 63097 020018153–7 $2,604.10 American Express Airfare RE

........ ............ ........................ $515,396.10 TOTAL TRAVEL
REIMBURSE-
MENT

115 DRAFTS

116 1996 Caldwell Alice 100296 020005696–8 $2,772.00 Training 2000
MITAGS

Registration

117 1997 Libera Jr Donald P. 71897 020001230–1 $14,907.13 Capital Hill Re-
porting

Invoice

118 1997 Libera Jr Donald P. 80697 020001232–8 $23,412.29 Jacksonville Hil-
ton and Tow-
ers

Invoice

119 1997 Libera Jr Donald P. 81897 020001240–9 $17,000.00 John Davis Attorney
120 1997 Libera Jr Donald P. 81997 020001233–7 $19,723.77 Metrocall pager bill
121 1997 Libera Jr Donald P. 81997 020001239–1 $5,785.19 Tharpe Company purchases
122 1997 Libera Jr Donald P. 82097 020001238–2 $12,705.00 Dupage Airport

Authority
Invoice

123 1997 Libera Jr Donald P. 82097 020001241–8 $8,304.31 Proctor Electric Invoice
124 1997 Libera Jr Donald P. 82597 020001244–5 $11,267.20 Paul Schlamm service
125 1997 Libera Jr Donald P. 82797 020001242–7 $22,407.00 Tratech Inter-

national
equipment

126 1997 Libera Jr Donald P. 82797 020001243–6 $3,982.17 Nelson Marketing Invoice
127 1997 Libera Jr Donald P. 90297 020001247–2 $7,000.00 Office of Coroner,

Washington
Cty

HWY41

128 1997 Libera Jr Donald P. 90897 020019004–2 $4,530.46 MicroWarehouse purchase
129 1997 Libera Jr Donald P. 90897 020001246–3 $4,500.00 Brave Audio vis-

ual, Inc.
Hearing

130 1997 Libera Jr Donald P. 90997 020001248–1 $8,721.15 Embassy Suites
Hotel

Hearing rooms/
Audiovisual
equip

131 1997 Libera Jr Donald P. 91097 020001250–8 $20,500.00 G.W. Hoch, Inc Comm Ctr A/C
132 1997 Libera Jr Donald P. 91097 020019012–3 $20,000.00 J.D. Rainbolt PO–5th Fl ren-

ovation
133 1997 Libera Jr Donald P. 91097 020019013–2 $4,272.00 Spirit Tele-

communica-
tions

Rewire 5th Fl

134 1997 Libera Jr Donald P. 91597 020019023–1 $13,359.20 KEV Corporation 6th floor renova-
tions

135 1997 Libera Jr Donald P. 91597 020019022–2 $7,000.00 System Safety
Development

Accident Inves-
tigation Work-
shop
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RAPIDRAFTS OVER $2500—Continued
[Fiscal Years 1997–1999]

No. FY Last Name First Name Cleared
Date Check Number Amount Pay to Purpose

136 1997 Libera Jr Donald P. 91797 020019021–3 $13,000.00 Boeing Commer-
cial Airplane
group

Modifications to
B–727

137 1997 Libera Jr Donald P. 91997 020019024–9 $20,000.00 J.D. Rainbolt 5th floor renova-
tions

138 1997 Libera Jr Donald P. 92297 020019051–9 $13,357.00 KEV Corporation 6th floor renova-
tions

139 1997 Libera Jr Donald P. 92997 020019053–7 $2,800.00 Spirit Tele-
communica-
tions

RE Installation
5th&6th

140 1997 Libera Jr Donald P. 93097 020019054–6 $2,918.16 GES Exposition
Services

Oshkosh Exhibit

141 1998 Libera Jr Donald P. 10798 020019281–4 $3,996.64 Phillip Humnicky Photograph TWA
800 Hearing
in Baltimore

142 1998 Libera Jr Donald P. 10898 020019284–1 $3,875.00 Federal Con-
struction con-
tractors

Partition RM
6100 and
paint

143 1998 Libera Jr Donald P. 11498 020019285–9 $9,459.00 Mitech Data Sys-
tems

NEC Laptops

144 1998 Libera Jr Donald P. 21198 020019294–9 $5,055.60 Southwestern
Bell

Bill for TX Sept–
Nov

145 1998 Libera Jr Donald P. 22098 020019298–5 $9,375.00 Federal Con-
struction Con-
tract

PO

146 1998 Libera Jr Donald P. 30998 020019304–8 $5,000.00 Donald H.
Mershon,PHD

TWA 800

147 1998 Libera Jr Donald P. 30998 020019305–7 $3,690.00 Ocngressional
Quarterly, Inc

PO

148 1998 Libera Jr Donald P. 42798 020019324–6 $2,900.00 DOD Joint Spec-
trum Center

Invoice

149 1998 Libera Jr Donald P. 61198 020019338–1 $5,794.70 Southwestern
Bell

Bill for TX office

150 1998 Libera Jr Donald P. 61198 020019339–9 $2,678.70 Southwestern
Bell

Bill for TX office
April 98–May
98

151 1998 Libera Jr Donald P. 90898 020019346–2 $11,510.00 J&H Marsh &
McLennan, Inc

Travel Insurance

152 1998 Libera Jr Donald P. 93097 020019054–6 $2,918.16 GES Exposition
Services

Oshkosh Exhibit

153 1998 Libera Jr Donald P. 100397 020019055–5 $2,800.00 General Testing
Laboratories

AZ accident,
Testing of
school bus
windows

154 1998 Libera Jr Donald P. 100697 020019061–8 $17,400.00 Graduate School,
USDA

Procurement
Training

155 1998 Libera Jr Donald P. 100697 020019065–4 $10,000.00 KEV Corporation 6th Floor renova-
tion

156 1998 Libera Jr Donald P. 101797 020019067–2 $24,461.00 J. D. Rainbolt 5th floor renova-
tions

157 1998 Libera Jr Donald P. 101797 020019071–7 $6,739.75 Campbell Carpet
Service

Install carpet/
GAPAFA

158 1998 Libera Jr Donald P. 101797 020019073–5 $3,730.75 Spirit Tele-
communica-
tions

install video
cable/GAPAFA

159 1998 Libera Jr Donald P. 102097 020019072–6 $28,532.25 Loew’s L’Enfant
Plaza

Board Meeting

160 1998 Libera Jr Donald P. 102297 020019075–3 $5,980.00 S.P.Bryant Refinish furniture
161 1998 Libera Jr Donald P. 102397 020019253–5 $5,657.18 Capital Hill Re-

porting, Inc
Invoice

162 1998 Libera Jr Donald P. 102397 020019070–8 $3,278.50 Graebel Compa-
nies

contract movers/
supplies
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RAPIDRAFTS OVER $2500—Continued
[Fiscal Years 1997–1999]

No. FY Last Name First Name Cleared
Date Check Number Amount Pay to Purpose

163 1998 Libera Jr Donald P. 102997 020019254–4 $3,912.86 Oceaneering
International

TWA 800

164 1998 Libera Jr Donald P. 110697 020019256–2 $12,000.00 KEV Corporation 6th Floor renova-
tion

165 1998 Libera Jr Donald P. 111097 020019262–5 $16,403.80 KEV Corporation 6th floor renova-
tions

166 1998 Libera Jr Donald P. 111097 020019257–1 $7,890.00 J.D. Rainbolt 5th renovations
167 1998 Libera Jr Donald P. 112597 020019265–2 $3,495.00 George Washing-

ton University
J. Finch CED pro-

gram
168 1998 Libera Jr Donald P. 121897 020019276–9 $3,714.50 American Reloca-

tion
TWA 800 Hearing

Invoice
169 1998 Libera Jr Donald P. 122497 020019275–1 $3,910.00 American Reloca-

tion
Invoice

170 1998 Libera Jr Donald P. 123197 020019279–6 $20,917.41 Miami Airport
Hilton & Tow-
ers

Invoice

171 1999 Libera Jr Donald P. 012799 020019350 $2,957.50 Susan T.
Strahan, MD

Conduct Psych/
Employment
Examination

172 1999 Libera Jr Donald P. 100598 020019348 $11,076.00 Hyatt Regency
Hotel

Speaker’s
Accomodations
26 Rooms

173 1999 Mills William J. 101998 020033344 $3,013.26 Elizabeth Cotham Kinko Cop.
Symp98

174 1997 Fenwick Angela C. 21897 020006368–2 $2,833.92 Digital Equip-
ment Corp.

VAX Maintenance

175 1999 Patel Seema 022699 020032545 $2,826.00 RSPA Mike
Moroney Cen-
ter

Training Tuition

........ ............ ........................ $554,006.51 TOTAL PUR-
CHASES

60 DRAFTS

176 1999 Libera Jr Donald P. 011999 020019349 $3,719.56 Donna M. Seipler Advance payment
for amounts
due

177 1998 Libera Jr Donald P. 93098 020019347–1 $4,000.00 William P.
Fannon

Advance for sal-
ary

........ ............ ........................ $7,719.56 TOTAL OTHER 1 DRAFT

........ ............ ........................ $1,077,122.17 TOTAL OVER
$2500

177 DRAFTS

Mr. KNOLLENBERG. How many instances of split invoices are you
aware of?

Mr. MEAD. We are aware of two.
Mr. KNOLLENBERG. Two.
Mr. MEAD. Two instances where purchases over $2,500 were sim-

ply submitted to avoid the Federal regulations. There may be more,
but these are the ones that turned up in our sample.

Mr. KNOLLENBERG. There were copies of all the checks that were
made available. Five checks on one day to—there is five, I believe.
They were made on the same day, as I remember. That is a little
bit strange. Was that done obviously to conceal exceeding the 2,500
limit?

Mr. MEAD. Yes, well, what was happening here was you buy the
same thing but to stay under the ceiling you simply write multiple
checks that, added together, equal the purchase price.
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Mr. KNOLLENBERG. One of these is Tratech. Another one, was it
Skill—Skillcraft, I believe it was. I think there were five made in
one day. That is kind of strange.

Mr. MEAD. One was for computers. I think the other was for
training.

Mr. KNOLLENBERG. Mr. Chairman, how is my time here?
Mr. HALL. We will be glad for the record to get you whatever in-

formation the Board has on those five checks.
Mr. KNOLLENBERG. I appreciate that.
[The information referred to follows:]

RESPONSE FROM DIRECTOR HALL TO QUERY BY MR. KNOLLENBERG ABOUT SPECIFIC
SPLIT INVOICES

There were a total of four Rapidrafts that were involved in two split purchases
with Tratech that were reported by the Inspector General in their investigative re-
port.

There were two rapidrafts issued on February 5, 1998, for $1,400 each to pay an
invoice for $2,800 that was dated February 4, 1998.

There were two rapidrafts issued on July 7, 1999, for $2,047 and $2,338 respec-
tively to pay for one facsimile machine purchased on June 9, 1999, and 3 computers
purchased on June 29, 1999.

With regard to the question concerning Skillcraft, our research did not yield any
information.

Mr. KNOLLENBERG. What I found too disturbing, and I am sure
this has been talked about previously, but what were these expend-
itures for? In the indications of the copied checks, the photocopies,
there is nothing there to say it was for carpet purchase or furniture
refinishing or payroll advances. There wasn’t a lot of disclosure.
And I think that it becomes clear that there must have been sus-
picion that it was beyond the scope of the authority and for pur-
poses other than what would normally be covered in the cost of
business. Would you agree with that?

Mr. MEAD. Yes, in general, I would.
Mr. KNOLLENBERG. And I presume that these people that have

been involved with some of the accounting are no longer on the job
or are being oversighted in a fashion that would tell you that there
won’t be anymore of this?

Mr. MEAD. The former Chief Financial Officer who was incum-
bent during all times pertinent to this inquiry has resigned. Mr.
Levine down at the end of the table is his successor. He has 35
years of experience. I have confidence that he is going to serve the
Chairman, the Board and NTSB well.

Mr. KNOLLENBERG. Thank you.
Just very quickly I will close with this: How did these authorized

users obtain the Rapidrafts? Were they just about?
Mr. MEAD. Actually, the interesting thing, you think they would

have to go in to the Chief Financial Officer and get them, but
under the procedures they had set up you could call up the contrac-
tor and say, send me some checks, and he would send some checks.

Mr. KNOLLENBERG. We didn’t use that in my business. I guess
I was missing something. But that sounds like a pretty good deal
do me.

Well, I think that I will just close with the assurance that I am
looking for is that those who had access in such an open fashion
to these checks no longer have that access. Can we say that there
is 100 percent security on that?
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Mr. HALL. Yes, sir. And we are bringing in an independent audi-
tor. I would in a moment’s notice bring the IG back in if I thought
there was any difficulty. Mr. Levine has his orders, and his orders
are if there is anything improper in any way that has been going
on in the past is to change it and change it immediately.

Mr. KNOLLENBERG. Any talk about having an IG inside?
Mr. HALL. We did have that conversation, sir, while you were out

of the room, but we would be glad to respond depending on——
Mr. KNOLLENBERG. I think that concludes my questions.
Thank you, gentlemen; and thank you, Mr. Chairman.
Mr. MILLER. Mr. Ryan and Mr. Sununu are headed back. I know

Mr. Ryan has a few questions, so why don’t we take a break for
a few minutes until they arrive.

[Recess.]
Mr. SUNUNU [presiding]. In the interest of time, I am going to

reconvene the hearing at this time.
We have one additional member that would like to ask questions.

I hope he arrives in a timely way. I am confident he will.
I do have a few additional follow-up questions, and then we will

try to adjourn the hearing in a timely way, because I know all of
you gentlemen have important work to do.

Mr. Mead, we talked a little bit about other agencies that are
currently using third-party systems, some with Gelco, that was a
subcontractor to NTSB, some with other third-party draft systems.
And some discussion was made that perhaps it would be appro-
priate to audit some of those systems.

My question for you is, given the experience of your investigators
and auditors with the Rapidraft system at NTSB, what kind of an
audit—what kind of a scope of an audit might you suggest that the
committee seek in other agencies or departments where we might
have questions about the nature of the program?

For example, I am asking your recommendations with regard to
time period. Is it best to look at a broad period, 2 or 3 years, at
a top-level audit? Should we look in depth at a month in the docu-
mentation, in the internal controls? What kind of guidance might
you give this Task Force in making sound recommendations for
looking at this system in other agencies?

Mr. MEAD. Well certainly we have a methodology that we know
what questions to ask. And we know what answers you might get.

I would suggest that if you were to ask other agencies to do such
an audit, you would go back at least one year and ask for a descrip-
tion of the internal controls and whether they were in place, and
we could actually itemize those for you. For example, do people
sign the checks, what are they for, so forth and so on.

I would also go back and ask for trend lines, say, going back
about 4 or 5 years, about program usage so you could see the aber-
rations, if there were sharp aberrations, in program usage.

I would also want to know about the management that was in
place at all pertinent times for the program going back, say, 5
years. And I say 5 years because Congress passed a law in 1995
or 1996 that phased these programs out and said you should go to
electronic fund transfers only in emergencies and so forth should
you be using these third party drafts. So 1995 really marked a de-
marcation point. I would not go back before then.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00042 Fmt 6633 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



39

Mr. SUNUNU. Thank you.
Mr. Hall, what kind of internal communication have you utilized

in trying to make employees aware as appropriate of the results of
this audit and the concerns regarding financial controls and are
employees making a best effort to understand those controls but
also to abide by them?

Mr. HALL. Mr. Levine has presently underway a training pro-
gram for all Board employees.

Mr. LEVINE. Mr. Chairman, on March 2, almost 2 months after
my arrival, we began training managers and employees. We have
a power point presentation that I personally give, and I also in-
clude our labor-management relations specialist.

We go over the events, we discuss the audit, we review the find-
ings, and we go over the two credit card programs. We explain the
dos and don’ts, and we explain management responsibilities.

The first one I gave was to the office directors. All of them are
getting management reports. There is no such thing as privacy
when you use a government credit card.

We have explained to them how to use it, what to look for. We
also involved the labor-management relations people because there
are cases of delinquent debt. But it is not debt owed to the govern-
ment. It is debt owed by our employees who on their travel card
have incurred charges and are not paying bills timely. That has
labor-management relations implications as well. I have also
briefed the employees of several offices.

Mr. SUNUNU. If I may, you mentioned delinquent credit cards. Is
that a problem right now within NTSB? Do you have an approxi-
mate number or percentage of the cards issued that may be delin-
quent at this time?

Mr. LEVINE. Less than 10 percent at the last look. It has gotten
better, actually.

Mr. SUNUNU. I should ask for your definition of delinquency.
Mr. LEVINE. Per Citibank’s terms, it means they are over 60 days

delinquent in paying their bill.
Mr. HALL. One of the other things I am trying to do is get a new

travel agency, Congressman. What happens is that we end up with
people getting things put on their card by hotels or because they
changed plans because of sudden travel, and then it takes forever
to get these items reimbursed. I have asked Mr. Levine to be very
aggressive in that area, and we will be glad to provide you informa-
tion on the record on the total amount.

Mr. SUNUNU. Thank you.
[The information referred to follows:]

REVIEW OF CITIBANK REPORT ON NTSB’S CREDIT CARD DELINQUENCIES

Citibank has issued 367 travel credit cards to our employees. A review of the lat-
est Citibank report on delinquencies indicates that we have a 7 percent delinquency
rate. Approximately 75 percent of the delinquencies are just 1 month overdue.
NTSB management officials are working with employees to get their accounts cur-
rent.

Mr. SUNUNU. Mr. Levine, how many employees have received a
power point presentation and how many do you intend to present
it to? I know that not—every single employee might not be an ap-
propriate.
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Mr. LEVINE. I have made a presentation to the top management
and the officer directors of every major mode. I have also made a
presentation to three of the smaller offices, and I have presen-
tations scheduled right now for three more. The regional directors
for aviation are coming in this May, and I am scheduled to present
to them as well. That is our biggest mode and that is where a lot
of the travel occurs. To date, I can’t put a percentage on it, sir, but
by office I have had three of the seven major offices.

Mr. SUNUNU. Will you have all seven completed by June?
Mr. LEVINE. Yes sir. That is what the chairman wants, and that

is what I am going to do.
Mr. SUNUNU. I highly encourage to you do your best.
Mr. LEVINE. Appreciate your encouragement.
Mr. HALL. We are trying to move expeditiously, Congressman. As

you may know, we have nine regional offices, stretching from An-
chorage to Miami and covering the United States. I won’t ensure
that our new CFO gets to each one of those by June, but we have
a priority right now in trying to brief our headquarters offices.

Mr. SUNUNU. I understand. Perhaps you can follow up just for
the record the detail of that schedule and just so that the Task
Force has a sense of coverage. Because I think there is a great
value, even if it is a presentation at a fairly high level, so that em-
ployees really understand what kind of an effort is being made and
also they understand the value of the oversight that has been pro-
vided in this case by the Inspector General.

Mr. LEVINE. Can I add one point of clarification, Mr. Chairman,
that you may not be aware of?

Citibank basically requires us to give very specific training on
the purchase card and the use of it before that card is issued. And
I have to say that NTSB—and this occurred before I arrived—made
sure that all employees who received that card had to receive that
training as well. So there was training in addition to what I have
given.

Mr. MEAD. I would like to, in the interest of full disclosure in
light of the conversation with Mr. Miller earlier and NTSB on this
credit card delinquency point, this is not just an issue with NTSB.
We are dealing with it at the Department of Transportation, too.
We had roughly $3.6 million of delinquencies in the serious cat-
egory a couple months ago; and the Assistant Secretary for Budget,
the CFO, myself, the Deputy Secretary have all thought this is an
area we need to pay attention to as well. Since February, we have
had a marked reduction. We are down to $2.9 million, but we still
have a ways to go. So NTSB is not in this swimming pool all alone.

Mr. SUNUNU. I appreciate that clarification, Mr. Mead.
Mr. Levine, I certainly believe this is a question best addressed

to you. Can you tell me, before the system that you have in place
now, and perhaps the system that was or was not in place pre-
viously, how did you track property and equipment, not just fur-
niture but, most importantly, electronic equipment, computers and
information systems themselves?

Mr. LEVINE. I am not sure I have a good answer here, so I need
to look over to my managing director and check.

Mr. CAMPBELL. The reason Mr. Levine is hesitating is that the
inventory system is not within his control, and marrying up the in-
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ventory system and the financial system is one of the projects that
we have under way.

Mr. SUNUNU. Once the FMS recommendations are implemented,
will the inventory control system be part of the Mr. Levine’s juris-
diction?

Mr. CAMPBELL. It will be part of the same data base. The way
that the property system works now, when property is brought into
the building, it is identified as NTSB property and tagged as such
as it is in an inventory system. What we do not presently have is
a marrying between the acquisition document and the inventory
document.

Mr. SUNUNU. I believe Mr. Levine gave a rough time line for
completing the implementation of the goals set out by the FMS re-
view and some of the additional goals of the Inspector General’s
recommendations of perhaps completing by the end of this year. My
question for Chairman Hall is, given that time line, when do you
expect to and when have you set a goal for having a clean audit
completed?

Mr. HALL. I would hope we could have a clean audit at the end
of fiscal year 2001. That is my goal. I want to do everything I can
so that my successor at this agency doesn’t experience the same sit-
uation I have. I think the best way to do that is to be sure that
this agency annually can produce a clean audit. And now I have
given Mr. Levine all these responsibilities, and I have got to get
him some more people to help him perform his responsibilities.

Mr. CAMPBELL. If I might, Mr. Chairman, one of the issues that
we have asked PriceWaterhouseCoopers to look at is the degree of
readiness that we have for such an audit and to tell us what it is
that we would necessarily have to do. Depending upon what they
come back with in terms of readiness or the lack thereof, we will
probably pick the earliest possible target date. If it could be this
year, it is this year; if it is next year, it is next year.

But we have to have an independent auditor come to us and say
these are the deficiencies and these are the needs within your ex-
isting system that will produce such a possibility. As I mentioned
once before, the first order of business was to relook at the Gelco
Rapidraft issue in terms of whether there is any continuing liabil-
ity there; and the second order of business is to put us on the path
for a clean audit.

Mr. SUNUNU. Thank you.
Mr. HALL. I know you read my testimony. That was where I was

trying to head with the Treasury in 1997, 1998, because at that
time I was told we couldn’t get a clean audit without redoing our
financial house. I am committed to that, and I hope it will happen
very soon.

Mr. SUNUNU. Mr. Mead, the various responsive or the various re-
medial actions that NTSB has undertaken and outlined, are they
responsive to the recommendations in your report? And I mean
that in two ways.

One, of course, specifically, are you comfortable with what they
have outlined and set for goals to respond to the results of your
audit? More generally, are there any areas that are of concern for
you that it would be difficult for them to achieve the goals of your
report even if those remedial actions are implemented? In other
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words, are there objectives or problems that you see that—areas
where we will need continued oversight in any agency? In other
words, it is not just necessarily a problem with their inventory
management system or reconciliation process, but they are just, in
your opinion, going to continue to be problem areas?

Mr. MEAD. I would have to say that the termination of the Rapi-
draft program, the hiring of PriceWaterhouse, the installation of a
new CFO and the broad front of actions that have been articulated
as planned are responsive and should take care of the problem.

Now, there is a lot planned, and so the key is going to be in their
implementation. You know, earlier—I think you were in the hear-
ing room—Congressman Miller said, well, it is not just the Rapi-
draft that is the problem, it is a deeper issue. And he is right. Be-
cause if we don’t deal with some of these other internal control
issues such as reconciling payments you could have a recurrence of
this sort of thing with credit cards. So I think their ship is headed
in entirely the right direction. The key is going to lie in the imple-
mentation. And you are absolutely right. This is the type of situa-
tion you can find at almost any agency.

Mr. SUNUNU. Thank you.
Finally, I believe, as a result of this, it would be in our best in-

terest to have you audit the system as it exists or was used in FAA
and at the Volpe Center within the Department of Transportation.
And I anticipate that we will be making a formal—as a full com-
mittee—formal recommendation to you to do just that.

Again, I appreciate all of your time.
I want to yield to Mr. Ryan for his question period, and then we

will adjourn forthwith. Mr. Ryan.
Mr. RYAN. Thank you, Mr. Chairman. I would like to ask unani-

mous consent that my opening statement be included in the record.
Mr. SUNUNU. Without objection.
Mr. RYAN. Thank you.
[The prepared statement of Mr. Ryan follows:]

PREPARED STATEMENT OF HON. PAUL RYAN, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF WISCONSIN

Mr. Chairman, I am perplexed by the apparent financial mismanagement that
has occurred over the last 18 years at the National Transportation Safety Board
(NTSB). As I had the chance to read the Inspector General’s report last night, I was
shocked to find some of the ways that our tax dollars are being spent.

In 1982, the NTSB set up the Rapidraft Payment System to provide investigators
with a mechanism to pay authorized expenses associated with on-site investigations.
This system allowed NTSB investigators to write checks, up to a $2,500 limit, for
items such as tow trucks and crane rentals. The NTSB’s Chief Financial Officer was
put in charge of the system.

In 1999, the NTSB’s Rapidraft Payment System came under investigation by the
Inspector General of the Department of Transportation. The results of the Inspector
General’s report were startling. By the Inspector General’s account, the Rapidraft
Payment System was turned into the CFO’s personal playground at the taxpayers
expense. In a random sample of one thousand FY99 Rapidrafts, the Inspector Gen-
eral found 902 noncompliant drafts. That’s over 90 percent of the drafts, with many
of these checks exceeding the $2,500 limit. Worse yet, the audit found that only 5
percent of the $3.6 million in allocated funds were used in on-site accident investiga-
tions. The results of the audit found that Rapidrafts were being used for such non-
compliant expenses as:

• $731,000 for nonaccident related travel.
• $410,000 for tuition for training.
• $286,000 for nonaccident related equipment office supplies.
• More than 100 checks cashed at one DC liquor store.
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• And the list goes on from there.
In 1992, a similar audit of the RPS was conducted by the General Services Ad-

ministration. The GSA audit found that 92 percent of the Rapidrafts issued in the
first 9 months of Fiscal Year 1991 were improperly used. The NTSB took no appro-
priate actions at or since that time.

All though the 1992 audit found significant weaknesses in the system’s internal
controls, they were not corrected. The Rapidraft Payment System may just as well
have been called the Rapiddraft Profligate System. The Inspector General found
that 37 of the 177 authorized investigators that were approved to write these checks
no longer work for the NTSB. Checks were paid without signatures, authorization
numbers or explanations. The CFO did not reconcile these checks to ensure pay-
ments were authorized.

Mr. Chairman, I think that any American citizen would find this kind of abuse
offensive. Americans work hard for their money. As it is tax season, we are all re-
minded of the large portion that we pay in taxes every year. The average financial
tax burden that the government imposes on an individual today is 33.5 percent of
their income. In 1999, Americans worked from January 1st until May 3rd to pay
off their taxes. That’s over 4 months that Americans work just to pay their taxes.

Through the Inspector General’s report of the NTSB, we are finding today that
Americans worked hard to give entertainment money to NTSB workers. Americans
worked hard to assign blank checks to former NTSB workers with no accountability.
Americans have worked hard to provide computer upgrades to top NTSB officials
to download questionable material. This is simply unacceptable.

How does such a system become so poorly managed? Why weren’t these obvious
problems fixed after the 1992 audit? What other government agencies are using this
Rapidraft Payment System? How many tax dollars are being wasted in these agen-
cies because of improper oversight of the RPS? These are all questions that I hope
are answered today.

I do appreciate Inspector Meade and Chairman Hall for being here and testifying
today. I also commend Chairman Hall for his willingness to request that Inspector
General Meade audit the NTSB when he saw deficiencies in the system. I under-
stand that an audit by the Inspector General was a voluntary move by Chairman
Hall in response to widespread abuse of the financial accounting system.

Mr. Chairman, it has come to my attention that the Department of Transpor-
tation has recently called for the end of the RPS system—not only for the NTSB,
but for all related DOT agencies. I am disappointed that it took a Congressional
hearing to end the eighteen years of fraud and abuse. Government agencies like the
NTSB should be implementing new payment programs that meet its needs with ap-
propriate controls built in. It’s time for an end to these kind of slush funds.

Weeding through government waste and abuse is serious business. For a govern-
ment employee to waste taxpayers time is reprehensible, but for that employee to
waste taxpayer’s money is criminal. My staff and I take the responsibility of work-
ing for the American taxpayer very seriously. We work hard not to abuse the awe-
some power to which we have been entrusted. I expect nothing less from the NTSB,
or any other government agency, than to hold them to that same standard.

Mr. RYAN. Mr. Hall, I would like to go back to the 1992 GSA
audit. In 1992, the General Services Administration found serious
deficiencies in the management of the Rapidraft Payment System,
including a lack of supporting documentation, that Rapidrafts were
issued without proper authorization and that travel advances made
with Rapidrafts were sometimes used for nontravel purposes and
used to circumvent proper payroll procedures. In fact, the GSA
found that as many as 92 percent of the Rapidrafts issued for trav-
el purposes were not in compliance with NTSB internal controls.

In response, the NTSB Comptroller identified specific solutions
for correcting those deficiencies that the NTSB intended to imple-
ment.

This was 1992. I know you weren’t there then, and I know the
people are new. But GSA did an audit in 1992. Why did it take so
long for you to take action? What happened in 1992 that NTSB
didn’t do anything to follow up on that audit and why was that the
case?
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Mr. HALL. Congressman, I want to be responsive to you and to
this committee on all questions, but I must tell you, in all honesty,
that I was not aware of that audit. My predecessor did not inform
me of that. I was not aware of that audit until this whole matter
came up in this year.

Mr. RYAN. Who on your staff would have been aware of the
audit?

Mr. HALL. Mr. Keller, who is the individual that is no longer
with us. I am sure there are other individuals. We could get that
information for the record, but I don’t know.

The office at that time was structured differently, sir. We had an
Office of Administration, and the Accounting Office was under the
Office of Administration. The Accounting Office reported to the
head of that office, who then reported to the managing director,
who reported to the chairman.

My concern, when I read the statute in Congress, was I was ac-
countable. But there were three people in between me and the indi-
vidual that was responsible for the proper accounting of the money.
That was when I couldn’t get good numbers. The second and third
year I was there, I tried to move toward a reform of the system.

[The information referred to follows:]

RESPONSE FROM DIRECTOR HALL TO QUERIES BY MR. RYAN ABOUT 1992
DEFICIENCIES

In 1992, GSA performed an audit for NTSB to evaluate the adequacy of adminis-
trative procedures and practices for travel at the agency. The audit found that: (1)
travel advance documents were signed by officials with appropriate authority; (2) ex-
pense claims were within Federal limits; (3) required receipts were attached; (4)
amounts claimed were accurate; and (5) travel vouchers were appropriately author-
ized and timely.

However, the audit found problems with travel advance accounts (NTSB no longer
uses a travel advance system and has not for some time), including a failure by
NTSB to undertake periodic reviews of travel accounts balances. The audit also
found that investigators had written rapiddrafts to cover travel expenses, though in-
vestigator authority was limited to on-scene purchases. Rapiddrafts for travel reim-
bursements were to be written only by NTSB designated imprest fund cashiers. Ad-
ditionally, it was found that rapiddraft booklets were not always adequately secured
or locked up. No fraud, waste, or theft was in any way intimated. Distribution of
the GSA audit report indicates that three copies were delivered to the then Chair-
man of the agency, since departed.

At the time of the report, financial management was undertaken by a division of
the Office of Administration, which in turn reported to the Managing Director, a
non-career appointee, who reported to the Chairman. As a practical matter, the
Deputy Managing Director would have had day-to-day supervisory responsibility for
the Office of Administration. None of these individuals are currently with NTSB.
According to a memorandum dated November 16, 1992, the Chief of the Financial
Management Division proposed to his immediate supervisor several remedial ac-
tions, apparently acceptable to the Director of the Office of Administration. Whether
any of these actions were reported further up the management structure, I am un-
able to say.

Factually speaking, NTSB did move away from the travel advance system that
was the principal issue of criticism, and I am unaware of any present issue with
investigators having subsequently written rapiddrafts to cover travel expenses. It
would appear that the chief deficiencies stated in the 1992 audit resolved them-
selves, whether as a result of precautionary actions or simple changes in cir-
cumstances, again I cannot say with any certainty.

I would add that NTSB has undergone an extensive administration reorganization
that should help to prevent any repetition. All purely administrative functions now
report directly to Managing Director. (The titles of Deputy Managing Director and
Managing Director are now Managing Director and Executive Director, respec-
tively.) Financial management has been removed from administration altogether,
and, in accord with the principles of the Chief Financial Officer Act, a freestanding
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office reporting directly to the Chairman has been established. We did not hesitate
to implement the recommendations of the DOT IG coming from the recent audit,
and I am confident that NTSB follow-through will be exemplary.

Mr. MEAD. Here is something that I think—illuminating on that.
After the General Services Administration filed its report back
then, it was the IG from GSA, the incumbent, the fellow that was
the chief financial officer who was then called the comptroller,
same person, he wrote a memo and in it he said that he was going
to write another memo reminding everybody not to do these things.

Mr. RYAN. Was the content of that memo notifying employees
about NTSB Order 46A and 1542?

Mr. MEAD. Yes, sir. And so—but we have been unable to estab-
lish whether in fact that was actually done. And, moreover, it has
been our experience, and I am sure yours, that just issuing memo-
randa really doesn’t do the trick.

Mr. RYAN. So the GSA audit was conducted in 1992. They said
92 percent of the Rapidrafts were for out-of-compliance check writ-
ing. And then the comptroller at that time, which is also the CFO,
you are saying, may or may not have issued a memo to the staff
reminding them of how to comply with the Rapidraft system. Is
that the gist of what you are saying?

Mr. MEAD. He did write to his boss saying he was going to do
these things. But we do not know whether in fact he actually did.

Mr. RYAN. Are you looking at—your audit was a 3-year audit,
from fiscal year 1997 through 1999. Have you looked at pre-fiscal
year 1997 checks?

Mr. MEAD. No, sir.
Mr. RYAN. Do you have them?
Mr. MEAD. No.
Mr. RYAN. Do you know how much money has been appropriated

within the agency to the Rapidraft system? Just the macro num-
bers of what had been appropriated to the Rapidraft system from
1992 to 1997? Because I know you know what money was deposited
into Rapidraft system for fiscal year 1997, 1998, 1999. What about
1992 to 1997?

Mr. MEAD. No, I don’t know. All I can say is that the 1997, 1998,
1999 patterns are similar. I do not know if the trend existed before
that time.

Mr. RYAN. Mr. Hall, do you have access to the data that would
show us how much money was ultimately passed through the Rapi-
draft system from 1992 to 1997?

Mr. HALL. We would be glad to try and obtain that for the
record, Congressman.

Mr. RYAN. If you could, that would be helpful.
[The information referred to follows:]

TOTAL DOLLARS PAID THROUGH THE RAPIDRAFT SYSTEM AND THE NUMBER OF CHECKS WRITTEN
[Fiscal year]

Fiscal year Dollar value Number of Rapidrafts written

1992 ................................................................................................. $1,202,580.57 5,937
1993 ................................................................................................. $2,677,364.18 7,929
1994 ................................................................................................. $1,398,778.13 6,718
1995 ................................................................................................. $2,407,865.42 7,685
1996 ................................................................................................. $2,824,574.71 7,696
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TOTAL DOLLARS PAID THROUGH THE RAPIDRAFT SYSTEM AND THE NUMBER OF CHECKS
WRITTEN—Continued

[Fiscal year]

Fiscal year Dollar value Number of Rapidrafts written

1997 ................................................................................................. $4,277,124.64 8,836

Total ................................................................................... $14,788,287.65 44,801

Mr. RYAN. Mr. Mead, at your entire Department of Transpor-
tation Inspector General—I came late, so I know these questions
may have been exhausted already—but it is my understanding that
yesterday the Department of Transportation ceased all Rapidraft
procedures as of yesterday, is that correct?

Mr. MEAD. Yes, sir. This subject did come up before. And based
on the NTSB experience, our own audit of FAA previously, that De-
partmentwide instruction was issued yesterday that, as of May 10,
they will no longer be used in the Department. The reason for the
30 days, I hasten to add, is because we have air traffic control fa-
cilities in the field we want to make sure that they have credit
cards and they don’t say, well, thanks for leaving us hanging.

Mr. RYAN. How many Rapidraft systems were in place within the
entire Department as of yesterday?

Mr. MEAD. I believe that there were two, FAA and the Volpe
Center in Boston. The Federal Highway Administration I believe
had discontinued it. I will correct that for the record if I am wrong.
FAA had been spending, I think, about $15 million this past year;
the Federal Highway Administration, $80,000; the Volpe Center,
about 80 or 90,000. I think 40,000 checks at FAA.

Mr. RYAN. Forty thousand at the FAA.
Mr. MEAD. In 1999.
Mr. RYAN. What is the total dollar amount?
Mr. MEAD. About $15 million.
Mr. RYAN. That is, again, the total budget? You are auditing that

right now?
Mr. MEAD. No, but we soon will be.
Mr. RYAN. I hope we look at other areas within the entire Fed-

eral structure where Rapidraft systems are employed. I think that
is something that is a challenge for the committee here.

I want to go back to in 1992. What is the procedure that occurs
when another government agency like the GSA audits a program—
what is the procedure that is in place today to make sure that
those audits are actually recognized, that those audits are re-
sponded to, that the audits are acknowledged? What happens? I am
just curious as to what happens when those audits come to you.

Mr. MEAD. Within the Department of Transportation over which
we have jurisdiction, there is a requirement that they respond. In
this case, where we didn’t have the jurisdiction over NTSB, there
is no requirement for follow through; and in the GSA case the GSA
never follows up. In this case, there is follow up I think largely be-
cause of the relationship between the NTSB and us. But it is not
a legal requirement, if you will.

Mr. RYAN. So in your opinion—and I don’t want to paraphrase
for you, but this was discovered in 1992, these inherent flaws: room
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for embezzlement, over-the-limit expenditures, and noncompliant
expenditures were known in 1992.

Mr. Hall, when you found out, you put an end to it just this last
year. Why do you think it took so long to find this out? And what
went wrong in 1992? Is it simply that they went to one individual,
which was at that time the CFO, who just let it die by the wayside?
Then it cropped back up in 1999? Or what do you think, Mr. Mead,
was the cause for that?

Mr. Hall, please feel free to answer as well.
Mr. HALL. Congressman, in fairness to the people, I don’t know.

Because I wasn’t there, I don’t know what they did. I don’t want
to respond to a question when I truly do not know the answer.

Mr. MEAD. What happens when we travel, we put it on a credit
card. In order to get paid back, we have to fill out a form that says
where we traveled, how much we spent. It has to be approved, goes
into the system. The Department of the Treasury eventually cuts
an electronic transfer to our personal bank account. And there is
also a general audit made.

That is, obviously, a more difficult procedure to get money from
the U.S. Government than a procedure where you simply write a
check to yourself and cash it. And if you have a system in place
where you don’t even have to sign the check or you don’t have to
put down the purpose, it is more expeditious. But I think we all
know that we can’t have a system like that in place in government
and public service. So it is easier.

Mr. RYAN. This question may have been asked as well, but I
would like to hear from you Mr. Hall, as part of the Rapidraft Pay-
ment System NTSB maintained a $350,000 in a noninterest-bear-
ing account with Gelco. What efforts have NTSB undertaken to re-
trieve the $350,000 deposit since the Rapidraft system was
stopped?

Mr. HALL. That matter was covered, and that question responded
to. I will be glad to have Mr. Levine respond again.

Mr. RYAN. If you could respond.
Mr. LEVINE. I became aware of the deposit about a month and

a half into my tenure. I directed my people to go after Gelco. There
are some issues dealing with float charges and outstanding
charges. We intend to get that money very shortly.

Mr. RYAN. Thank you.
That is all, Mr. Chairman.
Mr. SUNUNU. Thank you very much, Mr. Ryan.
I want to thank all of our witnesses today for their time and for

their candor. Should the Task Force have any additional requests
for information, I want you to know that we will be mindful of the
burden that is on you now with the work that you do every day.
And, again, I appreciate the information that you provided that I
believe has already made a difference in putting important focus on
the way we disburse money in departments and agencies across the
Federal Government; and for that you are to be congratulated.

Thank you, all.
The Task Force is adjourned.
[Whereupon, at 12:40 p.m., the Task Force was adjourned.]
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Lack of Income Verification in HUD-Assisted
Housing: The Need to Eliminate Overpayments

THURSDAY, MAY 25, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,

TASK FORCE ON HOUSING AND INFRASTRUCTURE,
Washington, DC.

The Task Force met, pursuant to call, at 10:05 a.m. in room 210,
Cannon House Office Building, Hon. John Sununu (chairman of the
Task Force) presiding.

Mr. SUNUNU. Good morning. I would like to start by thanking
Congressman Bentsen and all the members of the Task Force for
participating in this hearing and supporting the oversight hearings
for which we are responsible in both housing and infrastructure.
But also I would like to recognize and thank the Special Agents
that are here today, Raymond Carolan and Emil Schuster of the
U.S. Department of Housing’s IG Office; Deputy Secretary Saul Ra-
mirez, who has testified here before on behalf of the Department
of Housing and Urban Development; and Ms. Sheila Crowley of the
National Low Income Housing Coalition.

I know you all have busy schedules. I appreciate your taking the
time out to testify.

Since its inception, the Section 8 housing assistance program has
helped millions of American families find affordable housing.
Through the Section 8 voucher and certificate programs, HUD pro-
vides rental subsidies which help over 1.4 million households in the
United States.

The subsidies are reserved only for very low-income tenants and
are based on the amount of income the tenant earns. Typically, the
tenant pays the rent capped at 30 percent of income, and HUD
pays the remaining rental cost of the apartment.

Obviously, determining a tenant’s true income level is essential
for the programs to operate not just efficiently, but fairly as well,
because as we all know, the waiting list for these positions can be
quite long.

Unfortunately, there has been a long-standing problem at the
Department of Housing and Urban Development in assuring that
subsidy payments are made in the right amount to those eligible
low-income tenants.

Both the GAO and the HUD Inspector General’s Office have de-
termined that the systems in place ‘‘do not provide reasonable as-
surance that subsidies paid under the programs are valid and cor-
rectly calculated, considering tenant incomes and contract rents.’’
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Since 1996, the HUD Inspector General has reported that HUD’s
housing subsidy programs do experience improper payments when
beneficiaries’ income status changes and they do not notify housing
authorities to adjust their benefits.

HUD itself has estimated that approximately $935 million in ex-
cessive payments have been made in its Section 8 housing program
for 1998. Had this $935 million been used to assist low-income ten-
ants, it is estimated that approximately 150,000 families could
have been assisted with their housing needs. So this is not simply
a budgetary problem, but it is also a fairness problem.

We want to make sure within HUD that resources are made
available to assist those that need help. Again, the waiting lists for
many of these programs are quite long.

In 1999, HUD developed an approach to use a large-scale com-
puter-matching income verification process that would compare
IRS and Social Security information and identify tenants who had
underreported their income. In the first quarter of the year 2000,
HUD used its new matching methodology to identify approximately
280,000 tenant households with income discrepancies. HUD then
prepared letters to inform tenants of their responsibility to disclose
their proper income and tax data to the Public Housing Authority,
as well as notifications to the housing authorities themselves.

Although the Department had originally planned to mail notifica-
tion letters to all of these tenants with income discrepancies, it was
decided to engage in a pilot program in Washington, DC. In Feb-
ruary, about 900 letters were sent to tenants, which were not re-
ceived well. As a result, the program was temporarily suspended.

Our goal today is to attempt to shed light on the nature of the
problems that were encountered early on with the 1995 problem,
understand what efforts the Department of Housing and Urban De-
velopment has made to solve the problems, and try to better under-
stand the scope of the problem that the Inspector General’s Office
has been evaluating.

We will hear testimony from the Office of Inspector General, ex-
plaining their understanding of the problem and talking about sev-
eral real-world examples of how and why overpayments are made.

In addition, we will hear testimony from the controller at HUD,
who has responsibility for monitoring these finances, and hear
about what steps HUD has taken to bring in the concerns of ten-
ants and try to shed additional light on the tenants’ perspective in
these attempts to reduce the significant level of overpayments.

I would like to recognize Congressman Bentsen for any remarks
he might have.

[The prepared statement of Mr. Sununu follows:]

PREPARED STATEMENT OF HON. JOHN E. SUNUNU, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF NEW HAMPSHIRE

Good morning. I’d like to start by thanking Congressman Bentsen and all the
members of the Task Force for being here this morning. I’d also like to recognize
and thank Special Agents Raymond Carolan and Emil Schuster of the U.S. Depart-
ment of Housing and Urban Development’s Office of Inspector General, Deputy Sec-
retary Saul Ramirez, U.S. Department of Housing and Urban Development, and Ms.
Sheila Crowley of the National Low Income Housing Coalition. I appreciate your
taking the time out of your schedules to be here this morning.

Since its inception the Section 8 housing assistance program has helped millions
of American families to find affordable housing. Through the Section 8 voucher and
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certificate programs HUD provides rental subsidies which help over 1.4 million
households in the United States. These subsidies are reserved only for very low-in-
come tenants and are based on the amount of income the tenant makes. Typically,
the tenant pays a rent capped at 30 percent of income, and HUD pays the remain-
ing rental cost of the apartment.

Clearly, determining a tenant’s true income level is essential for the programs to
operate properly and fairly. Unfortunately, there has been a longstanding problem
at the Department of Housing in assuring that subsidy payments are made in the
right amount to eligible low income tenants. Both the General Accounting Office and
the HUD Inspector General’s Office have determined that the systems in place now
do not ‘‘provide reasonable assurance’’ that ’’subsidies paid under these programs
are valid and correctly calculated considering tenant incomes and contract rents.’’
Since 1996, the HUD IG has reported that HUD’s housing subsidy programs experi-
ence improper payments when beneficiaries income status changes and they do not
notify housing authorities to adjust their benefits. In fact, HUD itself has estimated
that $935 million in excessive payments have been made in its Section 8 Housing
program for 1998. Had this $935 million been used to assist eligible low income ten-
ants, it is estimated that an additional 150,000 families could have been helped.

In 1999 HUD developed an approach to use a large-scale Computer Matching In-
come Verification Process to compare IRS and Social Security information and iden-
tify tenants who had under-reported their income. In the first quarter of 2000, HUD
used its new matching methodology to identify 280,000 tenant households with in-
come discrepancies. HUD then prepared letters to inform tenants of their respon-
sibility to disclose their proper income and tax data to their Public Housing Authori-
ties, as well as notifications to the PHA’s themselves. Although the Department had
originally planned to issue notification letters to all tenants with income discrep-
ancies, it was decided instead to use the Washington, DC, Housing Authority as a
preliminary test area. In February 2000, letters were sent to approximately 900 ten-
ants. It is my understanding that these letters were received rather negatively, and
as a result the Department has halted its income verification program.

The purpose of this hearing will be to attempt to shed light on the nature of the
problems in the income verification program, and the effort of the Department to
solve these problems. The Task Force will hear testimony from two investigators
from the HUD Inspector General Office explaining their understanding of the prob-
lem and relating real world examples of how and why the overpayments are made.
In addition, we will hear testimony from the Controller at HUD who has respon-
sibility for monitoring the finances at HUD. Finally, we will hear what steps HUD
has taken and plans to take in the future, along with testimony from an advocate
for tenants to bring light to their perspective on recent attempts to bring down these
overpayments.

I would now like to recognize Congressman Bentsen for any opening remarks he
may have.

Mr. BENTSEN. Thank you, Chairman Sununu. I want to thank
our panelists for being here, both the individuals from the IG’s Of-
fice, as well as my fellow Texan, the Deputy Secretary, who, prior
to becoming Deputy Secretary of HUD, had real power as the coun-
ty judge of Webb County, Texas, and gave that up to come here to
Washington; and also Ms. Sheila Crowley from the National Low
Income Housing Coalition.

Let me say, this Task Force of the Committee on the Budget is
charged with investigating areas where there is either fraud,
waste, or abuse in government programs. I think that there is
strong bipartisan support among all members of the committee, as
well as all Members of the House, that fraud and abuse in govern-
ment programs with taxpayers’ money should not be tolerated.

That being said, I think we also—and as a member of the Com-
mittee on Banking and Financial Services, which has jurisdiction
over HUD, we also must not lose sight of the fact that we do have
a low-income housing crisis in America; that as strong as our econ-
omy has been, we still have tens of thousands, or more, Americans
who are on waiting lists trying to get into assisted homes, assisted
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living, including in my district in the greater Houston area. It is
something that we should be focused on.

Additionally, as we have found through hearings on the Commit-
tee on Banking and Financial Services, while there is great con-
cern, and I have great concern with respect to overpayments, we
also have concerns about underpayments.

This is a broad problem and a complicated program that has
probably been somewhat more complicated with the passage of
H.R. 2 a couple of years ago, which I was involved in drafting with
Mr. Lazio and Mr. Frank and others, that changed some of the in-
come rules and targeting rules and others in the Section 8 pro-
gram. So HUD is going through a transition with respect to that.

Finally, I am eager to hear not only about the findings of the IGs
and the methodology and how we might address this, but also
about the income verification program that HUD has instituted,
both in terms of HUD, as to how that is going; but also from the
IG, your perspective on that as well, and how that might be made
even better, given that it appears to be the first time this is even
done.

Finally, I think we must not lose sight of the fact that the clien-
tele that we are talking about here are among the poorest of Amer-
icans, that there are many who are struggling their way up the
rungs of the ladder; and we must be cautious in our diligence to
root out fraud and abuse not to lose sight of the fact that many of
these individuals may not share the technical expertise that those
of us in the Washington realm do—and we should be cautious in
that regard.

Mr. Chairman, thank you for holding this hearing. I look forward
to participating in it. I yield back the balance of my time.

Mr. SUNUNU. Thank you, Mr. Bentsen.
I would like to begin with the testimony from the Office of In-

spector General, and once we have completed that testimony, I
would ask that you gentlemen literally just slide down to one side
of the table so we can have all of the testimony presented from Ms.
Crowley and Mr. Ramirez before we get to questions.

Then if the four of you can participate in the question-and-an-
swer session, we will have questions from both me and Mr. Bent-
sen, but hopefully in a somewhat informal way; and you should feel
free during that question period to make any points that you think
are relevant, even if the questions are not necessarily directed to
you, because our interest is in presenting as much information here
as we can in what is, unfortunately, a short amount of time.

Mr. Schuster, I would appreciate your testimony. I yield to you
for whatever time you might need.

STATEMENT OF EMIL J. SCHUSTER, SPECIAL AGENT IN
CHARGE, SOUTHEAST/CARIBBEAN FIELD OFFICE OF THE
HUD INSPECTOR GENERAL

Mr. SCHUSTER. Thank you. Good morning.
Chairman Sununu and Congressman Bentsen, I appreciate the

opportunity to be here before you this morning to provide a little
bit of insight on what the Office of Investigations for the Office of
Inspector General of HUD does as far as tenant fraud.

I ask that my full written statement be included in the record.
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Mr. SUNUNU. Without objection.
Mr. SCHUSTER. My knowledge of this issue is based on the 91⁄2

years I have been in charge of the HUD Office of Inspector Gen-
eral, Office of Investigations Southeast/Caribbean District in At-
lanta, Georgia.

We, like many in the IG community, have limited resources. Be-
cause of that, it is essential to set strict priorities in their use.
These priorities are affected in large measure by the prosecutorial
guidelines set by the various U.S. Attorneys.

There is generally a minimum dollar threshold on fraud charges
in each judicial district. For example, it might be $10,000, or it
could be as high in some districts as $100,000. In addition, each
district might have their own set of priorities, so the priorities in,
for example, Miami may be far different than in Memphis, Ten-
nessee.

Nonetheless, there are deviations from these minimums when
circumstances are so heinous that criminal prosecution is called
for. Because of these limitations, our investigations leading to the
prosecution of tenant fraud in the Southeast District have averaged
approximately only five per year.

To further clarify our addressing of tenant fraud, I would like to
use an interview question I pose to recent college graduates who
are applying for Special Agent positions.

I explain to the person that a complaint is received and that a
Section 8 tenant, identified as Mary Doe, is defrauding HUD by not
disclosing income she is receiving from a part-time job. You conduct
an investigation and find the following: Mary Doe has been work-
ing part-time at McDonald’s for the past year. She has three ele-
mentary schoolchildren.

From the interviews, it appears that she is simply trying to earn
some extra money to buy new school clothes, shoes, et cetera, for
her children. She has not disclosed this additional income, and
thereby has defrauded HUD out of $1,000 this past year.

How do we handle this?
The answer I look for is that this is not a prosecutable criminal

case. Rather, this is the type of situation that we would refer back
to the Housing Authority and/or the HUD program staff, rec-
ommending that they take some type of appropriate administrative
action.

The purpose of this question is to show that not every fraudulent
act warrants criminal prosecution. Judgment is needed, especially
with limited resources.

Now, having identified the type of case that would generally not
be pursued, I would like to describe several specific cases where we
have undertaken investigations, alone or with other law enforce-
ment agencies, that have led to successful prosecutions. We will
often work with the Department of Health and Human Services IG,
or Secret Service, or any of the various other IGs in looking at
fraud.

Example number one is Nashville, TN, an IRS employee we pros-
ecuted for falsifying her income in order to obtain Section 8 bene-
fits. She failed to report her income she earned as an IRS em-
ployee. Her fraud resulted in a loss to HUD of over $15,000.
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Example number two, Memphis, TN. A Memphis Housing Au-
thority employee conspired with the Shelby County Corrections Of-
ficer to create a fictitious Section 8 landlord and place the property
into the Section 8 program. The corrections officer became the ten-
ant, receiving the Section 8 assistance. The officer would then re-
ceive the Section 8 checks and forge the fictitious owner’s signa-
ture, and they would split the money. They took in about $11,000
of HUD funds.

In Campbellsville, KY, during a Safe Home operation—and this
is our operation for violent crime in public and assisted housing;
primarily we deal a lot with drug cases—we were investigating a
situation with two people selling drugs in the Housing Authority
developments.

During the investigation, we discovered that one of the individ-
uals was a Section 8 landlord who was renting to another individ-
ual, who was another person who was selling drugs. During the
search warrant, we found that the landlord was living actually in
the residence with the tenant.

Now, this only amounted to fraud of just $1,070, but the Assist-
ant United States Attorney [AUSA] decided to include this in the
prosecution with the drug counts because of the heinousness of this
situation.

In Atlanta, GA, the defendant created false birth certificates in
order to obtain four different Section 8 subsidized apartments
under fictitious names in Tennessee and Georgia. In addition, she
received food stamps and welfare in each of the units. The loss to
the government was over $15,000. This was one of the situations
where we worked with the Department of Agriculture IG and the
HHS IG.

Then in Broward County, FL, 35 individuals were prosecuted for
fraudulently obtaining over $300,000 in Section 8 subsidies. The
tenants were Nigerians, or spouses of Nigerians, who were in this
country illegally or whose status had expired. The defendants were
able to create false employers and have their verification of income
forms sent to the post office boxes that they owned or were owned
by Nigerian-owned businesses.

Twelve of the defendants were employees of the Florida Depart-
ment of Human Rehabilitation Services, HRS, which is a basic
State entity which handles welfare payments in the State of Flor-
ida.

Another side to this is, these people were making in the area of
$35,000 to $40,000 per year as salary from the State of Florida. In
addition, they were also receiving food stamps, AFDC, and edu-
cational grants that they were not entitled to receive.

There are certain common threads that run through these pros-
ecutable-type cases. A subject who is a city, State, or Federal em-
ployee will spark the interest of an Assistant United States Attor-
ney. A subject who is defrauding other government programs, like
food stamps or AFDC, likewise is seen as a good target. Another
good subject would be a drug dealer, obviously.

Of course, there are some whose actions are so flagrant that a
jury would not hesitate to convict: for example, a subject who owns
several rental houses, yet still claims Section 8 assistance.
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Another important aspect of this case is the deterrent value pros-
ecution will bring. For example, if there is some notoriety attached
to the case, the media will run a story which has a positive impact
on making an applicant think twice about lying. These are all
things that we consider before opening an investigation.

We continue to receive allegations from a number of sources, and
as I said, undertake approximately five investigations per year.
Over the 9-plus years I have been in Atlanta, I have seen the same
type of allegations occur and recur, understating income or failing
to report jobs for the purpose of receiving a subsidized unit or a
larger subsidy from HUD.

As both resources and prosecutorial appeal exist, we investigate
the most egregious cases. Any remaining allegations are referred to
the Housing Authority and/or HUD program staff for administra-
tive action, as appropriate.

Mr. Chairman, that concludes my remarks. I would be happy to
answer any questions following the testimony.

Mr. SUNUNU. Thank you very much, Mr. Schuster.
[The prepared statement of Mr. Schuster follows:]

PREPARED STATEMENT OF EMIL J. SCHUSTER, SPECIAL AGENT IN CHARGE, DEPART-
MENT OF HOUSING AND URBAN DEVELOPMENT, OFFICE OF THE INSPECTOR GEN-
ERAL, SOUTHEAST/CARIBBEAN DISTRICT

Chairman Sununu and members of the Housing and Infrastructure Task Force,
I appreciate the opportunity to appear before you today to provide insight on the
investigation of tenant fraud as it relates to the Department of Housing and Urban
Development, Office of Inspector General. I ask that my full written statement be
included in the record.

My knowledge of this issue is based on the 91⁄2 years I have been the Special
Agent in Charge of the HUD Office of Inspector General, Office of Investigations
Southeast/Caribbean District in Atlanta, GA. We, like many in the IG community,
have limited resources. Because of that it is essential to set strict priorities on their
use.

These priorities are affected in large measure by the Prosecutorial guidelines set
by the various U.S. Attorneys. There is generally a minimum dollar threshold on
fraud schemes for each judicial district. It may range from $10,000 to as much as
$100,000. In addition, jurisdictions have different priorities—Miami’s are not the
same as Memphis. Nonetheless, there are deviations from these minimums when
circumstances are so heinous that criminal prosecution is called for. Because of
these limitations our investigations leading to the prosecution of tenant fraud in the
Southeast District has averaged approximately five cases per year.

To further clarify our addressing of tenant fraud, I would like to use an interview
question I pose to recent college graduates who are applying for Special Agent posi-
tions in our office. I explain to the person that a complaint is received and that a
Section 8 tenant identified as Mary Doe is defrauding HUD by not disclosing income
that she is receiving from a part time job. You conduct an investigation and find
the following: Mary Doe has been working part time at McDonalds for the past year.
She has three elementary school children. From interviews it appears she is simply
trying to earn some extra money to buy new school clothes, shoes, etc., for her chil-
dren. She has not disclosed this additional income and thereby has defrauded HUD
out of $1,000.00 this past year. How do you handle this? The answer that I look
for is that this is not a prosecutable criminal case. Rather this is the type of situa-
tion that we refer back to the Housing Authority and/or HUD program office rec-
ommending that they take appropriate action.

The purpose of this question is to show that not every fraudulent act warrants
criminal prosecution. Judgment is needed, especially with limited resources.

Now having identified the type case that would generally not be pursued, I would
like to describe several specific cases where we have undertaken investigations,
alone or with other law enforcement agencies, that have led to successful prosecu-
tions. The reasons, I believe, are quite evident.

Nashville, TN—Evelyn Haggen Hodgins an IRS employee, was prosecuted for fal-
sifying her income in order to obtain Section 8 rental assistance. Ms. Hodgins had
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failed to report the income she earned from the IRS. Her fraud resulted in a loss
to HUD of over $15,000.

Memphis, TN—A Memphis Housing Authority employee Donna Dillihunt, con-
spired with a Shelby County Corrections Officer Pamela Allen to create a fictitious
Section 8 landlord and place a property in the Section 8 program. The Corrections
Officer became the tenant receiving the Section 8 assistance. The officer would re-
ceive the Section 8 checks and forge the fictitious owner’s signature. The two de-
fendants received over $11,000 in HUD funds.

Campbellsville, KY—During a Safe Home Operation evidence was obtained that
Kelly Lee Shipp and Patricia May Wooley were selling drugs in the Campbellsville
Public Housing Developments. During the investigation it was discovered that Mr.
Shipp was a Section 8 landlord who was renting to Ms. Wooley. Mr. Shipp had
moved in with Ms. Wooley after he had certified that he did not reside there. The
loss to HUD was only $1,070. But due to the other criminal activities of the pair,
the fraud charge was included in their prosecution.

Atlanta, GA—The defendant Marylin Arinzee, created false birth certificates in
order to obtain four different Section 8 subsidized apartments under fictitious
names in Tennessee and Georgia. In addition, she received food stamps and welfare
at each of the units. The loss to the Government was over $15,000.

Broward County, FL—Thirty Five individuals were prosecuted for fraudulently
obtaining over $300,000 in Section 8 subsidies. The tenants were Nigerians or the
spouses of Nigerians, who were in this country illegally or whose status had expired.
The Defendants were able to create false employers and have their Verification of
Income forms sent to post office boxes that they owned or were owned by Nigerian
owned businesses. Twelve of the Defendants were employees of the Florida Depart-
ment of Human Rehabilitation Services (HRS). HRS is the State Agency that ad-
ministers welfare payments in Florida. In addition, the defendants also received
food stamps, AFDC, and educational grants that they were not entitled to receive.

There are certain common threads that run through these prosecutable type
cases. A subject who is a City, State, or Federal employee will spark the interest
of an Assistant United States Attorney. A subject who is defrauding other Govern-
ment programs like food stamps or AFDC likewise is seen as a good target. Another
good subject would be a drug dealer. And, of course, there are some whose actions
are so flagrant that a jury would not hesitate to convict. For example, a subject who
owns several rental houses yet still claims Section 8 assistance. Another important
aspect of these cases is the deterrent value prosecution will bring. For example if
there is some notoriety attached to the case the media will run a story which has
a positive impact on making an applicant think twice about lying. These are all
things that we consider before opening an investigation.

We continue to receive allegations from a number of sources and as I said under-
take approximately five investigations per year. Over the 9 plus years I have been
in Atlanta I have seen the same type of allegations occur and recur—understating
income or failing to report jobs for the purpose of receiving a subsidized unit or a
larger subsidy from HUD. As both resources and prosecutorial appeal exist, we in-
vestigate the most egregious cases. Any remaining allegations are referred to the
Housing Authority and/or HUD program staff for administrative action, as appro-
priate.

Mr. Chairman, that concludes my remarks, and I would be happy to answer any
questions you may have.

Mr. SUNUNU. Mr. Carolan.

STATEMENT OF RAYMOND A. CAROLAN, SPECIAL AGENT IN
CHARGE, NEW ENGLAND OFFICE OF THE HUD INSPECTOR
GENERAL

Mr. CAROLAN. Good morning, Mr. Chairman, Mr. Bentsen, and
members of the committee. I am pleased to appear before you today
and highlight a few examples of our work in the subsidy fraud
area.

I would ask that my comments be entered into the record.
Mr. SUNUNU. Without objection.
Mr. CAROLAN. Mr. Chairman, I am a career Office of Inspector

General employee. I have been with the Office of Inspector General
for 28 years. I have been the Special Agent in charge of the New
England District for the last 18 years. I believe that my district,
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New England, was the first to present subsidy fraud cases for pros-
ecution to the United States attorney in the mid-1970’s.

The investigation of these cases today is basically the same as it
was then. The cases usually fall into four major categories: a ten-
ant’s failure to report income or assets; a tenant’s failure to accu-
rately report total family composition, which usually results in an
underreporting of income; conspiracy between tenants and manage-
ment; and conspiracy involving subsidized tenants and property
owners.

Today, I would like to present especially egregious examples of
subsidy fraud stemming primarily from the last two categories, the
conspiracy ones.

My first example involves a 262-unit fully subsidized cooperative
housing complex in the Charlestown section of the City of Boston.
In cooperative housing, a tenant board of directors oversees all as-
pects of the property management. In this case, tenants were also
employed by the management company at the site office to admin-
ister the annual income recertifications and to oversee all of the
daily operations.

Our investigation revealed widespread fraud and conspiracy be-
tween some of the tenants and the management office employees.
It also included the board members. The widespread fraud at this
complex required the cooperation of the office staff, members of the
board, in order to perpetuate the scheme.

The investigation indicated that employment verifications that
were supposed to be independent were false and forged. Tenants
and management staff conspired to report half of actual income
and conspired to hide the occupancy of employed family members.
There was a pattern of this. They also conspired to falsify family
composition in order to qualify for larger unit sizes.

An example: Section 8 tenants Barbara and Michael failed to re-
port total family income, resulting in overpayments of approxi-
mately $14,000. Michael was related to a project manager. The Sec-
tion 8 forms failed to accurately reflect Michael’s total income gen-
erated from his employment at a hospital, and failed to reflect any
income generated by Barbara, the spouse, through her employment
at the same hospital.

The Section 8 forms for 1988 reflected the total family income as
$9,000, when, in actuality, in 1988 income for the gross wages for
the entire family was over $57,000.

In addition, the Section 8 forms incorrectly listed their family
composition as consisting of Michael, Barbara, and their son, Cory.
When asked by our agents who Cory was, Barbara indicated that
Cory was her dog, that she has no children. She could not explain
how her dog appeared on the Section 8 forms as her child.

Listing a child on the Section 8 forms would entitle the Section
8 tenants to a deduction which is formulated into the total rent cal-
culation. In addition, the bedroom size allocated to a Section 8 ten-
ant family is based upon total family composition. In this case, the
family qualified for a two-bedroom apartment. There were a lot of
these cases at this particular site, where families were overhoused
as a result of falsification of family composition.

Once these schemes were crafted, the employment verification
forms were falsified and formed in order to fit each scheme. There
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was a pattern of this particular type of fraudulent activity at vary-
ing levels for many of the tenants at this complex.

When we attempted to verify the accuracy of their employment
forms, the employees reported that the income information was in-
accurate and that the signatures were all forged. The investigation
involved the use of Federal grand juries and Federal search war-
rants.

Twenty-two tenants at the site, including four board members,
were federally indicted for false statements, conspiracies, and other
related charges. All defendants either pled or were found guilty in
1993. Monetary losses representing subsidy overpayments related
to these indictments were approximately $245,000.

Following our investigation, the management company was re-
quired to repay HUD over $366,000, and was removed. A new man-
agement company was required to recertify all residents at this
complex. This company’s recertification process resulted in a
$400,000 annual reduction in Section 8 subsidies the next year.

My second example involves a conspiracy between a property
owner and a subsidized tenant. This case was not prosecuted due
to evidence and statute of limitations issues. It is, however, I be-
lieve a good example of this type of scheme.

Our investigation indicated that a property owner transferred
ownership of a single-family property to a straw buyer just prior
to the application to the Public Housing Authority for participation
in the Section 8 program. What he did was reversed his role from
a property owner to a tenant.

From 1981 to 1995, subsidy was paid to the straw buyer in the
amount of over $74,000. The scheme was disclosed when IRS began
to investigate the straw buyer for failure to report rental income
from the property to the IRS. What happened was the IRS received
a 1099 from the Housing Authority disclosing rental income to that
straw buyer.

In response to the IRS, the straw buyer stated that her owner-
ship of the subsidized property was ‘‘in name only,’’ that the rental
income reflected on the form 1099 ‘‘was arranged’’ without her
knowledge and was sent in—these payments were sent by the
Housing Authority, the Public Housing Authority, to a post office
box rented in her name without her knowledge.

Furthermore, she stated that the subsidy checks were also
cashed without her knowledge or her endorsement on the checks.
An administrative process to recoup this overpaid subsidy is ongo-
ing.

So even though this case was not prosecuted for various reasons,
the administrative process is ongoing, and I heard recently that
what this straw buyer is doing is turning the deed back to the
Housing Authority for that property, so the Housing Authority will
be the owner, in an attempt to recoup the $74,000.

Some other examples that parallel income issues. An investiga-
tion was initiated to determine whether Jose and Rose, public
housing tenants in Manchester, NH, failed to report their income.
This was a joint investigation with the Social Security Administra-
tion Office of Inspector General.

The only income claimed on their public housing applications was
Social Security and SSI, disability benefits. Both Rosa and Jose
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worked at a variety of jobs during the period of overpayment,
which was July, 1995, to November, 1996. None of this income was
reported on the applications.

Jose was indicted on December 9, 1998, on four counts of making
false statements, three to HUD and one to the Social Security Ad-
ministration, and two counts of misusing Social Security numbers.
Jose pled guilty. A Federal judge sentenced him on June 30, 1999,
to time served, which was 6 months. He got 3 years probation and
an assessment of $200, and was ordered to make repayments in
the form of restitution in the amount of $25,000.

In another case, this particular Section 8 tenant received Section
8 assistance in Lynn and Lexington, MA, from January 1987 until
August 1998. During the period, they only claimed benefits re-
ceived from Aid to Families with Dependent Children. They also
held occasional part-time jobs.

Penny, using another name and another Social Security number
of a deceased uncle, worked at a computer company from Decem-
ber, 1989, to July 1989, and did not report this income. On Septem-
ber 13, 1999, a criminal complaint was filed in U.S. District Court
in Massachusetts, charging Penny with violating 18 U.S.C. 641,
conversion of government funds.

On January 5, 2000, Penny waived her right to indictment and
pled guilty to one count, information. The Federal district judge
sentenced Penny to 6 months’ confinement in a halfway house, 2
years’ probation, a $100 special assessment, and $37,000 in restitu-
tion to the Federal Government.

Mr. Chairman, that concludes my remarks. I would be pleased
to answer any questions you may have following the other
witnesses’s testimony.

Mr. SUNUNU. Thank you very much, Mr. Carolan.
[The prepared statement of Mr. Carolan follows:]

PREPARED STATEMENT OF RAYMOND A. CAROLAN, SPECIAL AGENT IN CHARGE, DE-
PARTMENT OF HOUSING AND URBAN DEVELOPMENT, OFFICE OF THE INSPECTOR
GENERAL, NEW ENGLAND DISTRICT

Mr. Chairman and members of the committee. I am pleased to appear before you
today to highlight a few examples of our work in the subsidy fraud area. I am a
career Office of the Inspector General employee with over 28 years of service. I have
been the Special Agent in Charge of the New England District for the last 18 years.

I believe that my District was the first to present subsidy fraud cases for prosecu-
tion to the United States Attorney in the mid 1970’s. The investigation of these
cases today is basically the same as it was then. The cases usually fall into four
major categories:

• Tenants failure to report income and/or assets.
• Tenants failure to accurately report total family composition resulting in under-

stated total family income.
• Conspiracy between tenants and management.
• Conspiracy involving a subsidized tenant and a property owner.
Today I would like to present especially egregious examples of subsidy fraud

stemming primarily from the last two categories.

CONSPIRACY BETWEEN TENANTS AND MANAGEMENT

My first example involves a 262 unit, fully subsidized. cooperative housing com-
plex in the Charlestown section of the City of Boston. In cooperative housing, a ten-
ant Board of Directors oversees all aspects of the property management. In this
case, tenants were also employed by the management company at the site office to
administer the annual income recertifications and to supervise daily operations.

Our investigation revealed widespread fraud and conspiracy between the tenants
and the management office employees.
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The widespread fraud at this complex required the cooperation of the office staff
and members of the tenant Board of Directors in order to perpetuate the scheme.
The investigation indicated that employment verifications that were supposed to be
independent were falsified and forged.

Tenants and management staff conspired to report half of actual income and con-
spired to ‘‘hide’’ the occupancy of employed family members. They also conspired to
falsify family composition in order to qualify for larger unit sizes:

Section 8 tenants, Barbara and Michael failed to report total family income result-
ing in an overpayment of $14,506. Michael was related to a project manager. The
Section 8 forms failed to accurately reflect Michael’s total income generated from
employment at a hospital and failed to reflect any income generated by Barbara
through her employment at the same hospital. The Section 8 forms for 1988 re-
flected the total family income as $9,073, when in actuality, the 1988 income for
gross wages was $57,785.92. In addition, the Section 8 forms incorrectly listed their
family composition as consisting of Michael, Barbara and their son, Cory. When
asked by the agents who Cory was, Barbara indicated that Cory was her dog, that
she has no children. She could not explain how her dog appeared on the Section
8 forms as her child. Listing a child on the Section 8 forms entitles the Section 8
tenants to a deduction which is formulated into their total tenant rent payment cal-
culation. In addition, the bedroom size allotted to a Section 8 family is based upon
total family composition. In this case, the family qualified for a two bedroom apart-
ment.

Once the schemes were crafted, the employment verification forms were falsified
and forged in the management office in order to fit each scheme. There was a pat-
tern of this particular type of fraudulent activity at varying levels for many of the
tenants at the complex.

When we attempted to verify the accuracy of the forms, the employers reported
that the income information was inaccurate and that the signatures were forged.
The investigation involved the use of the Federal Grand Jury and Federal Search
Warrants. Twenty two tenants, including four board members, were federally in-
dicted for false statements, conspiracy and other related charges. All defendants ei-
ther plead or were found guilty in 1993. Monetary losses representing subsidy over-
payments, related to the indictments, were approximately $245,000.

Following the OIG investigation, the management company was required to repay
HUD over $366,000 and was removed by HUD. A new management company was
required to recertify all residents. This company’s recertification process resulted in
a $400,000 annual reduction in Section 8 subsidies.

CONSPIRACY BETWEEN TENANT AND PROPERTY OWNER

My second example involves a conspiracy between a property owner and a sub-
sidized tenant. This case was not prosecuted due to evidence and statute of limita-
tions issues. It is however a good example of this type of scheme.

Our investigation indicated that a property owner transferred ownership of his
single family property to a straw buyer just prior to the application to the public
housing authority (PHA) for participation in the Section 8 program.

From 1981—1995 subsidy was paid to the straw buyer in the amount of $74,508.
The scheme was disclosed when the IRS began to investigate the straw buyer for
failure to report rental income from the property to the IRS. The IRS had received
a Form 1099 from the PHA disclosing payment of this rental income to the straw
buyer.

In a response to the IRS, the straw buyer stated that her ownership of the sub-
sidized property was ‘‘in name only″; that the rental income reflected on the Form
1099 was ‘‘arranged’’ without her knowledge and was sent by the PHA to a post of-
fice box rented in her name without her knowledge. Furthermore she stated that
the subsidy checks were cashed without her knowledge or endorsement. An adminis-
trative process to recoup the overpaid subsidy is ongoing.

OTHER EXAMPLES

An investigation was initiated to determine whether Jose and Rosa, Public Hous-
ing Tenants, Manchester, NH, failed to report their income. This was a joint inves-
tigation with the Social Security Administration, Office of Inspector General. The
only income claimed on their public housing applications was SS/SSI. Both Rosa and
Jose worked at a variety of jobs during the period of overpayment, July 1, 1995 to
November 26, 1996, and none of this income was reported on their public housing
applications.

Jose was indicted on December 9, 1998 on four counts of making false statements
(18 USC 1001; 3 related to SSA and 1 to HUD) and two counts of misusing Social
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Security numbers (42 USC 408, SSA violation). Jose plead guilty to counts 1
(18USC1001 re: SSA) and 4 (18USC1001 re: HUD) and the other four counts were
dismissed. A Federal judge sentenced him on June 30, 1999 to time served (6
months), 3 years probation, an assessment of $200, and restitution of $25,906.33
($18,650.33 to SSA and $7,256 to HUD)

Penelope, a/k/a Penny, received Section 8 assistance in Lynn and Lexington, MA,
from January 1987 until August 1998 and during that period of time Penny only
claimed benefits received from Aid to Families with Dependent Children and/or an
occasional part time job. Penny, using another name and a SSN of her deceased
uncle, worked at a computer company from December 1989 until July 1998 and did
not report this income on her Section 8 applications.

On September 13, 1999 a Criminal Complaint was filed in U.S. District Court,
District of Massachusetts charging Penny with violating 18USC641, Conversion of
Government Funds. On January 5, 2000 Penny waived her right to indictment and
plead guilty to a one count Information charging her with violating 18USC641. On
April 10, 2000 a U.S.

District Judge sentenced Penny to 6 months confinement in a halfway house, 2
years probation, $100 special assessment, and $37,709 in restitution.

Mr. Chairman, that concludes my remarks, and I would be pleased to answer any
questions you may have.

Mr. SUNUNU. At this time, I would like to ask Ms. Crowley and
Mr. Ramirez to please have a seat at the witness table.

Mr. Bentsen.
Mr. BENTSEN. Mr. Chairman, I misspoke. Secretary Ramirez was

the mayor of Laredo, not the county judge of Webb County. I apolo-
gize for that. I have found, as you have probably found, that the
mayor of a city is the most powerful individual you can meet. So
I want to make sure I got that right.

Mr. RAMIREZ. That is OK.
Mr. SUNUNU. I appreciate Mr. Ramirez’ sacrifice, giving up that

power for a little bit of public service, and obviously serving the
needs of those looking for decent, affordable housing.

At this time, I would be happy to yield to Mr. Ramirez for his
testimony for any time that he may require.

STATEMENT OF SAUL N. RAMIREZ, JR., DEPUTY SECRETARY,
U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

Mr. RAMIREZ. Thank you very much, Mr. Chairman, and Rank-
ing Member Bentsen, as well as other members of the committee.
I would like to submit my written testimony and its exhibits for the
record, and provide you with just a summary of the key points of
my testimony to move on to the question-and-answer period, if I
may, Mr. Chairman.

First, let me say that it is historic for us at the Department to
be able to deal with an issue such as tenant income verification.
Let me just clear up a point. It is not just Section 8 that we are
talking about when we are talking about tenant income verifica-
tion; that we are actually talking about 4.5 million families that in-
clude residents of public housing, as well, and not just Section 8
subsidized housing.

What we have done is, we have a tool for assisting the Depart-
ment in furthering our goal of targeting rental assistance only to
eligible families and ensuring that each family pays the correct
amount of rent. But we cannot act alone; both tenants and our
partners who provide the housing have a direct responsibility for
correcting and actually correctly determining the rental assistance,
and HUD’s new income verification program does not alter those
roles.
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The complexities associated with providing eligible individuals
with the correct level of rental assistance are numerous. Legisla-
tion over the last couple of years has given different POAs, or pri-
vate owners and agents, such as Housing Authorities, different
types of wide discretion, or discretion in the delivery of rental as-
sistance and recovery of excess rental assistance.

The differences include varied recertification policies, exclusion of
specific income from rent determination calculations, the establish-
ment of ceiling rents, and the adoption of diverse recovery policies.

Until now, the Department’s past efforts to enhance the effective-
ness of POAs, efforts to ensure that low-income eligible families re-
ceive the correct level of rental assistance, have been limited. How-
ever, the Department is now implementing a large-scale computer-
matching income verification program to dramatically enhance the
information our partners need to fulfill their income verification re-
sponsibilities.

HUD has matched tenant-reported income with Federal tax in-
formation, and has identified approximately 230,000 tenants who
have underreported income. At this very moment, letters are being
sent to these tenants and notifications are being sent to the POAs.
HUD has worked with the tenant groups, as well as industry
groups, to obtain the highest level of support for this initiative.

Also, in the interests of fairness to all parties, the Department
is also addressing the overreporting of income, and will be mailing
letters as part of this initiative in the near future to tenants who
might not have received all the assistance to which they were enti-
tled.

HUD’s new large-scale computer-matching program achieves the
delicate balance between the needs of tenants, including tenants’
rights to privacy and due process, the responsibilities and work
loads of our private owners and agents that are partners out there,
and the ultimate goal of allocating scarce resources to eligible ten-
ants at correct levels of rental assistance.

For several years, staff from OIG have conducted a sample of
1,000 households to estimate excess rental assistance. These esti-
mates have ranged from—anywhere between $417 million and
$935 million.

There are many reasons why this excess rental assistance cannot
be fully recovered by HUD. Perhaps many tenants who have under-
reported their income will leave once they are identified, before any
back rents can be collected. Recovery costs can be excessive and
often fall way short of any rental assistance that could be received.
Administrative costs paid by the POAs associated with tracking re-
coveries reduce the amount of any potential to us in the long run.

Moreover, when a tenant vacates after underreporting of income
is identified, the tenant typically is replaced by another eligible
family requiring assistance. And, of course, we endorse the goal of
targeting rental assistance only to eligible families. However, we
must point out that in cases like this, when an eligible family re-
places an ineligible family, the net amount of rental assistance may
not decline and may even increase. This is one reason why our pro-
gram focuses on setting current rents correctly to prevent future
abuses before they happen, when it is much more difficult for us
to actually go out and collect after the abuses have occurred.
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Through the use of our large-scale computer-matching income
verification process, HUD is providing our partners, the private
owners and agents, with an additional tool to help identify tenants
responsible for program abuses.

In this first year of large-scale computer-matching income ver-
ification, HUD is seeking to establish a baseline by which to meas-
ure the private owners’ and agents’ income verification efficiency
and effectiveness at the level at which the tenant program abuses
can be better detected and better deterred.

With that, I would like to conclude by saying that our efforts to
further enhance our abilities to create a more on-time system of
verifying could probably be strengthened by seeking a stronger
partnership with the Department of Health and Human Services
quarterly new-hire reports, so that both the POAs and HUD can
better track incomes, but that would certainly take some help on
your part with additional legislation.

That concludes my summary of my written testimony, Mr. Chair-
man. I am prepared to answer any questions when we are done.

Mr. SUNUNU. Thank you very much, Mr. Ramirez.
[The prepared statement of Mr. Ramirez follows:]

PREPARED STATEMENT OF SAUL N. RAMIREZ, DEPUTY SECRETARY, U.S. DEPARTMENT
OF HOUSING AND URBAN DEVELOPMENT

Thank you for allowing us this opportunity to testify on the Department’s com-
puter matching income verification efforts. For the first time in the history of public
housing, we have a tool for assisting the department in furthering its goal of target-
ing rental assistance only to eligible families and ensuring that each family pays
the correct amount of rent.

The Department acknowledges that more could be done to assure only eligible low
income tenants receive HUD rental assistance and to assure that all tenants pay
their fair share of rent as required by statute. We are aware—indeed we have esti-
mated—the size of possible under-reporting of income. And, we are moving to do
more by implementing an income verification program under the authorities given
us by the Congress.

We are confident that our computer matching income verification efforts will im-
prove the targeting of our scarce rental subsidy dollars, make the administration
of these programs more fair, and bring in additional resources to offset the cost of
reaching more of the 5.4 million low-income families who have severe housing
needs.

The complexities associated with providing eligible individuals with the correct
level of rental assistance are numerous. First, we cannot act alone in this area. As
you know, HUD has no direct relationship with the tenants who benefit from our
programs. Rather, both tenants and our partners who provide the housing each
have a direct responsibility for correctly determining the rental assistance. Tenants
must accurately and completely report their income to their housing managers—the
Public Housing Authorities and private owners, and agents who administer our
rental assistance programs. In turn, the housing providers have ultimate respon-
sibility for verifying tenant incomes and setting the rents correctly. Our new com-
puter matching tool is designed to dramatically improve the information our part-
ners need to fulfill their income verification responsibilities.

In addition, comparing IRS or Social Security data with the income reported by
tenants is not a straightforward calculation. Great care must be taken in drawing
conclusions from the matching process because there are many reasons that IRS
data, for example, might indicate that an improper underpayment is occurring
when, in fact, it is not. Legislation over the years has given different housing pro-
viders wide discretion or varying directions in how they set rents, calculate tenant
contributions and go about recovering excess rental assistance. These differences in-
clude exclusion of specific types of income from rent determination calculations and
the establishment of rent ceilings that do not go up with increases in household in-
come. Recent legislation has added additional variables in the form of longer inter-
vals between recertifications for tenants under some of the Department’s programs
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which means that increases in a tenant’s income may not be captured in a timely
manner by the recertification process.

Frankly, until now the Department’s past efforts to enhance the effectiveness of
POAs’ (Private Owner or Agent) efforts to ensure that low income-eligible families
receive the correct level of rental assistance have been limited. Beginning in the
mid-1980’s and continuing until 1992, the Department performed several narrow
matches of tenant-reported income with tenant income supplied by State wage agen-
cies and the Office of Personnel Management to identify under-reported income and
excess rental assistance. The Omnibus Budget Reconciliation Act of 1993 allowed
the Department to expand its computer matching efforts to include Federal tax in-
formation provided by the Internal Revenue Service and the Social Security Admin-
istration. There are a number of laws and other requirements to adequately safe
guard the privacy of this sensitive data, for example Section 6103 of the Internal
Revenue Code (IRC) and the Computer Matching and Privacy Protection Act of
1988. HUD and its partners have worked diligently on these issues and continue
to work on ensuring that this sensitive data remains protected. The Department
used that new authority to complete computer matching initiatives focused on indi-
vidual POAs and on sampling the universe of subsidized tenants to estimate over-
paid rental assistance. This sampling was conducted by HUD’s Office of the Inspec-
tor General with the goal of quantifying under-reported income for financial state-
ment purposes.

The Department is now implementing a large-scale computer matching income
verification program. HUD has matched tenant-report income with Federal tax in-
formation and has identified approximately 230,000 tenants who under-reported in-
come at some fairly large thresholds levels set by the Department for this initial
effort. At this very moment, letters are being sent to those tenants and notifications
are being sent to all our housing authorities and landlords requesting that tenants
resolve the potential discrepancies we have identified through our income-matching
program. The letters to the housing providers do not disclose any income data re-
garding tenants, but only advise the housing provider to recertify the income of
these particular tenants.

HUD has worked diligently with tenant and industry groups to obtain the highest
level of support for this initiative. For example, we conducted two training sessions
for our partners and stakeholders, soon to be followed by a third. We developed an
online guide to help our housing providers in processing and resolving income dis-
crepancies, and we established two call centers to handle both housing provider and
tenant inquiries. We are also including a fact sheet on the income verification pro-
gram with all mis-match letters that are being sent to tenants.

In the interest of fairness to all parties, the Department is also addressing over-
reporting of income and will soon be mailing letters as part of this initiative in the
near future to tenants who might not have received all of the assistance to which
they were entitled.

This large-scale computer matching program achieves the delicate balance be-
tween the needs of tenants, including tenants’ rights to privacy and due process, the
responsibilities and workload of housing providers, the responsibility to assure fair-
ness among all tenants by assuring that each pays his/her proper amount as require
by statute, and the ultimate goal of allocating scarce resources to eligible tenants
at correct levels of rental assistance. HUD is undertaking these efforts because of
statutory requirements and because it is the right thing to do. It is important to
recognize, however, that this income verification efforts is primarily designed to im-
prove voluntary compliance by providing reasonable assurance that tenants pay the
proper amount in the future. We do not expect a large windfall from collections of
past underpayments, Indeed, we ask POAs to be work with tenants on an prudent
payment plan as appropriate that does not overwhelm their finances.

For many years now, the Department’s financial statement has reflected an esti-
mate that tenant underpayments total some $900 million. I think it is important
to advise the Committee that this number is a gross estimate of underpayments and
not a net amount that could be collected through tenant income verification efforts.
For several years, staff conducted a sample of 1,000 households to estimate excess
rental assistance. These estimates were developed under specific parameters and as-
sumptions with numerous qualifying statements and have a wide statistical range
$417 million and $935 million. It is extremely important to note that these are esti-
mates of total excess rental assistance if all tenants reported income on a retrospec-
tive basis. It is not a total of recoverable excess rental assistance. Nor are they esti-
mates of achievable departmental savings.

There are many reasons excess rental assistance cannot be fully recovered by
HUD. First of all, our experience with a pilot income verification program indicates
that approximately 30 percent of tenants who have under-reported their income will
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leave once they are identified before any back rents or future higher rents can be
collected. In accordance with recent statutory changes, these tenants will be re-
placed by eligble households who are predominately very low-income households
with the end result probably being little or no significant increased returns to the
housing provider. Indeed, in such instances, the rents being paid to the provider for
that unit may decrease. Our experience also suggests that even where a tenant
agrees to pay off back rent owed, the average length of the agreed-upon payment
plan is between 5 and 7 years. Given these circumstances, we do not expect big dol-
lar returns to result from back rent collections under the income verification effort.

Second, while HUD has advised housing providers to pursue cases of blatant
fraud, the recovery costs for the run-of-the-mill tenant underpayment can be exces-
sive, and often far exceed any rental assistance that could be recovered. These in-
clude direct costs associated with verifying excess rental assistance and recovering
funds through the legal system and administrative costs associated tracking recov-
eries. Businesses associated with debt collection have often cited 20 percent as a
reasonable estimate of debt recovery, and recent experience with tenant income ver-
ification efforts around the country have been consistent with this benchmark. For
example, in a recent computer matching initiative, the Dallas Housing Authority
identified 95 tenants who received excess rental assistance totaling $350,000. The
housing authority was able to establish repayment agreements with only 17 of these
tenants. The repayment agreements totaled $80,000, or about 20 percent. The $900
million figure makes no attempt to calculate these costs of collection.

For all of these reasons—tenant move-outs, high administrative costs, the admin-
istrative payments to our partners—the amount of ‘‘excess’’ assistance paid to ten-
ants cannot be easily recaptured by HUD. We believe that more is gained by looking
forward than back. In the case of the Dallas Housing Authority, the agency termi-
nated rental assistance to 42 of the 95 tenants who under-reported their incomes—
freeing up units for eligible families. Through the use of large-scale computer
matching income verification, HUD is providing housing providers with an addi-
tional tool to help identify tenants responsible for program abuses. In this first year
of large-scale computer matching income verification, HUD is seeking to establish
a baseline by which to measure housing provider’s income verification effectiveness
and the level of tenant program abuses. This information will allow HUD to effec-
tively target its future enforcement and monitoring efforts to those areas where the
problem is most acute.

HUD continues to work to improve its income verification program. The Depart-
ment needs your support to better serve the needs of those eligible to receive rental
assistance.

Mr. SUNUNU. Ms. Crowley, welcome. Thank you for being here.
I am pleased to yield to you, for testimony, whatever time you
might need.

Ms. CROWLEY. Thank you.

STATEMENT OF SHEILA CROWLEY, PRESIDENT, NATIONAL
LOW–INCOME HOUSING COALITION

Mr. Sununu, Mr. Bentsen, I am very pleased to be here. I would
like to submit my written testimony and attachments for the
Record.

Mr. SUNUNU. Without objection.
Ms. CROWLEY. I am Sheila Crowley, the President of the Na-

tional Low Income Housing Coalition. We are a membership orga-
nization. We represent individuals and organizations around the
country that are committed to ending the affordable housing crisis
and assuring decent housing and healthy neighborhoods for every-
one.

Our members include nonprofit housing providers, homeless
service providers, fair housing groups, State and local housing coa-
litions, public housing agencies, private developers and private
owners, housing researchers, local and State government agencies,
faith-based organizations, and residents and their organizations.
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So on behalf of all our members, thank you for the opportunity
to offer our perspective on the income verification issue and how
it fits into the broader picture of housing affordability and the Fed-
eral response to the affordable housing crisis.

We have worked closely over the last 2 months with our partner
resident organizations and HUD officials to shape the implementa-
tion of the income verification program in a manner that will
achieve the objective of assuring that scarce housing assistance is
used to help as many eligible families and individuals as possible,
while preventing unwarranted panic and housing destabilization
for thousands of public and assisted housing residents who have
done nothing wrong.

Everyone, all of us, agree that people who fraudulently misreport
their income in order to accrue more Federal benefits than that to
which they are entitled should not be allowed to get away with it.
As someone who is acutely aware of the severe limits of housing
choices for poor Americans, I make no excuses for people who delib-
erately deprive others of badly needed housing assistance.

However, we believe that a substantial percent of the discrep-
ancy between the rent certifications and the tax returns that have
been identified in the IG’s report have occurred for one of a number
of legal and legitimate reasons or as the result of honest mistakes,
or are rooted in errors made by Housing Authorities or private
owners.

It is wrong to jump to the conclusion that lots of poor people are
ripping off the system. The list of possible explanations for so-
called ‘‘false positives,’’ that is, leaseholders with legitimate dis-
crepancies, is extensive. Mr. Ramirez has reviewed some of those.

Indeed, Congress has authorized many explanations for this dis-
crepancy in order to reduce the disincentives for work that have
been a problem in Federal housing programs. Further, if there are
inaccuracies in how a tenant’s share of rent is calculated that re-
sults in overpayment by the Federal Government, there are also
many cases where residents are making overpayments.

As I understand it, the amount of resident overpayment has not
yet been determined, so a true picture of what the overpayment
problem is will emerge once both the false positives and the tenant
overpayment are factored into the equation.

The concern of residents and their advocacy partners was that
HUD’s initial plan for implementation of the income verification
program had the effect of accusing many innocent people of wrong-
doing and then requiring them to prove otherwise. While there are
some lingering concerns, I am happy to report that it is very accu-
rate that HUD leadership has been very responsive to the issues
raised by residents, and the income verification program has un-
dergone significant improvements as a result.

The negotiations have necessarily slowed down the program, but
we believe that taking the time to do it right is the right thing to
do.

We want to solve the income discrepancy problem and eliminate
the income discrepancy issue as an argument that has been raised
against increased funding for housing assistance. Solving the prob-
lem in a way that causes precipitous harm to low-income residents
for no valid reason is counterproductive and simply wrong.
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It is equally wrong for Congress to use this income discrepancy
analysis as justification for failing to address serious housing af-
fordability problems. So I want to put this problem into perspec-
tive.

The widely accepted standard in the housing industry is that
housing should cost no more than 30 percent of household income.
Our analysis shows that in 1997 10.8 million very low-income
households, that is, households with incomes at less than 50 per-
cent of the area median, paid over half of their income for their
housing. This is nearly 11 percent of all households in the United
States. That includes 8.4 million renters and 2.4 million home-
owners.

A more vivid illustration of the depth and breadth of the housing
affordability crisis is our analysis of housing costs in comparison to
wages in every jurisdiction in the country. We can say with assur-
ance that nowhere in the country can a full-time minimum-wage
worker afford the fair market rent for a two-bedroom rental unit.
Nowhere.

The housing wage which we calculate, that is, the hourly wage
one needs on a full-time basis to afford basic rental housing, ranges
from $8.02 in West Virginia to $17.10 in Hawaii. In the Man-
chester, New Hampshire, metropolitan statistical area, for exam-
ple, 44 percent of renter households cannot afford the two-bedroom
fair market rent, and the housing wage is $13.20 an hour. One
hundred and 2 hours of minimum wage work a week is required
to afford the fair market rent in the Manchester SMA.

In the Houston SMA, 40 percent of the renters cannot afford the
fair market rent. The housing wage is $11.56 an hour, and one
must work 90 hours at the minimum wage in order to afford the
fair market rent.

I have attached to my written testimony analysis of the housing
costs and income gaps in the States that are represented by all the
members of the Task Force for your review. The numbers are
stark, but what does it mean to be a low-income family and have
a severe housing cost burden?

One or more of the following happens: The family pays a precar-
iously high percentage of its income for its housing, and then must
scrimp on other necessities, like food or medicine; or adults in the
family work two or three or more low-wage jobs and have precious
little time left over to devote to family and parenting duties; or
they are forced into substandard or overcrowded housing, paying
rent to unscrupulous landlords who can take advantage of the se-
vere housing shortage that poor people experience; or they simply
cannot pay the rent, are threatened with eviction, gain poor credit
records, and in some cases, spiral down into homelessness.

We are increasingly aware that the high rate of mobility among
poor families, driven in large part by staying on the move to stay
a step ahead of the eviction server, contributes to poor school per-
formance by children who drift from one school to another and just
never catch up. In the age of standardized tests as the primary in-
dicator of academic achievement, these kids do not have a chance
at success.

We all tacitly understand the centrality of stable housing in our
ability to do our jobs and raise our families. If we ponder even for
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a moment how we would cope if maintaining our housing was a
daily struggle, we could easily understand the human dimensions
of the affordable housing crisis.

We know that receipt of Federal housing assistance contributes
to housing stability for formerly homeless families and is associated
with success at moving from welfare to work. It is a good invest-
ment in American families.

Federal expenditures on low-income housing are woefully inad-
equate in the face of this challenge, and when examined in com-
parison—and this is an analysis the National Low Income Housing
Coalition has done for some time—when we examine this in com-
parison to Federal expenditures to subsidize the housing of middle-
and upper-income households, the lack of investment in low-income
housing becomes more apparent.

In 1997, assisted housing outlays were $26 billion, while housing
tax expenditures, mostly mortgage interest deductions and prop-
erty tax deductions, were $97 billion. In constant 2000 dollars, the
tax expenditure level will go to $123 billion by 2005. It is going to
take much more than fine tuning the existing low-income housing
programs, which we must continue to do, to seriously make a dent
in this program.

The good news is that we know how to solve the affordable hous-
ing crisis. It is not rocket science. We have a thriving, mission-driv-
en, community-based, nonprofit housing sector that is only increas-
ing in its capacity to provide safe, decent, and affordable housing.
We believe strongly that the resources exist to intervene at the
scale needed to make a difference. What we need now is creative
and visionary leadership.

Thank you for your consideration of my remarks. I will be happy
to answer any questions.

Mr. SUNUNU. Thank you very much, Ms. Crowley.
[The prepared statement of Ms. Crowley follows:]

PREPARED STATEMENT OF SHEILA CROWLEY, PRESIDENT, NATIONAL LOW-INCOME
HOUSING COALITION

Mr. Sununu and Mr. Bentsen, I am Sheila Crowley, President of the National
Low Income Housing Coalition. I would like to submit my written testimony and
attachments for the record.

The National Low Income Housing Coalition is a membership organization rep-
resenting individuals and organizations that are committed to ending the affordable
housing crisis in America and to assuring decent housing in healthy neighborhoods
for everyone. Our members include non-profit housing providers, homeless service
providers, fair housing organizations, state and local housing coalitions, public hous-
ing agencies, private developers and property owners, housing researchers, local and
state government agencies, faith-based organizations, and residents of public and
assisted housing and their organizations. On behalf of our membership, I thank you
for the opportunity to offer our perspective on the income verification issue and how
it fits into the broader picture of housing affordability and the Federal response to
the affordable housing crisis.

We have worked closely over the last 2 months with our partner resident organi-
zations and HUD officials to shape the implementation of the income verification
program in a manner that will achieve the objective of assuring that scarce housing
assistance is used to help as many eligible families and individuals as possible,
while preventing unwarranted panic and housing destabilization for thousands of
public and assisted housing residents who have done nothing wrong.

Everyone agrees that people who fraudulently misreport their income in order to
accrue more Federal subsidy than that to which they are entitled should not be al-
lowed to get away with it. As someone who is acutely aware of the severe limits
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of housing choices of very poor Americans, I make no excuses for people who delib-
erate deprive others of badly needed housing assistance.

However, we believe that a substantial percent of the discrepancy between rent
certifications and tax returns that is identified in the Inspector General’s report has
occurred for one of a number of legal and legitimate reasons or is the result of hon-
est mistakes or is rooted in errors on the part of housing authorities or property
owners. It is wrong to jump to the conclusion that poor people are ripping off the
system. The list of possible explanations for so-called ‘‘false positives,’’ that is, lease-
holders with legitimate discrepancies, is extensive. Indeed, Congress has authorized
many explanations for the discrepancy to reduce the disincentives for work that
have been a problem in Federal housing policy. Further, if there are inaccuracies
in how tenant share of rent is calculated that results in overpayment by the Federal
Government, there also are cases where residents are making overpayments. As I
understand it, that amount has not yet been determined. A truer picture of the Fed-
eral overpayment problem will emerge once both the ‘‘false positives’’ and tenant
overpayments are factored into the equation.

The concern of residents and their advocacy partners was that HUD’s initial plan
for implementation of the Income Verification Program had the effect of accusing
many innocent people of wrongdoing and then requiring them to prove otherwise.
While there are some lingering concerns, it is accurate to say that HUD leadership
has been responsive to issues raised by residents and the income verification pro-
gram has undergone significant improvements as a result. The negotiations have
slowed down the program, but we believe that taking the time to do it right is the
right thing to do and is well worth the effort.

We want to solve the income discrepancy problem and eliminate the income dis-
crepancy issue as an argument against increased housing funding. But solving the
problem in a way that causes precipitous harm to low income residents for no valid
reason is counterproductive and simply wrong. It is equally wrong for Congress to
use this income discrepancy analysis as justification for failing to seriously address
the affordable housing crisis of low income Americans. Let’s put this problem into
perspective.

The widely accepted standard in the housing industry is that housing should cost
no more than 30 percent of household income. Our analysis shows that in 1997, 10.8
million very low income households (that is, households with income less than 50
percent of the area median) paid over half of their income for their housing. This
is over 11 percent of all households in the United States and includes 6.4 million
renter households and 4.4 million homeowners.

A more vivid illustration of the depth and breadth of the affordable housing crisis
is our analysis of housing costs in comparison to wages in every jurisdiction in the
country. We can say with assurance that nowhere in the country can a full time
minimum wage worker afford the Fair Market Rent for a two bedroom rental unit.
The housing wage, that is, the hourly wage one needs on a full time basis to afford
basic rental housing, ranges from $8.02 in West Virginia to $17.01 in Hawaii. In
the Manchester, NH, Metropolitan Statistical Area, 44 percent of the renter house-
holds cannot afford the two bedroom Fair Market Rent and the housing wage is
$13.02. One hundred and 1 hours of minimum wage work a week is required to af-
ford the Fair Market Rent. In the Houston, TX, MSA, 40 percent of renters cannot
afford the Fair Market Rent, the housing wage is $11.56, and one must work 90
hours a week at minimum wage to afford a basic rental unit. I have attached to
my written testimony analysis of the housing costs and income gap for the states
of each of the members of the Task Force. I also have provided a copy of the com-
plete jurisdiction by jurisdiction analysis for your use.

The numbers are stark. But what does it mean to be a low income family and
have a severe housing cost burden? One or more of the following happens. The fam-
ily pays a precariously high percentage of its income for its housing and must
scrimp on other necessities like food and medicine. Or the adults in the family work
two, three, or more low wage jobs and have precious little time left over to devote
to family and parenting responsibilities. Or they are forced into substandard or
overcrowded housing, paying rent to unscrupulous landlords who can take advan-
tage of the severe housing shortage affordable for the poor. Or they simply cannot
pay the rent and are threatened with eviction, gain poor credit records, and in some
cases, spiral down into homelessness.

We are increasingly aware that the high rate of mobility among poor families,
driven in large part by staying on the move to stay a step ahead of the eviction serv-
er, contributes to poor school performance by children who drift from one school to
another and never catch up. In the age of standardized tests as the primary indica-
tor of academic achievement, these kids do not have a chance at success. We all tac-
itly understand the centrality of stable housing in our ability to do our jobs and
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raise our families. If we ponder even for a moment how we would cope if maintain-
ing our housing was a daily struggle, we can easily understand the human dimen-
sions of the affordable housing crisis.

We know that receipt of Federal housing assistance contributes to housing stabil-
ity for formerly homeless families and is associated with success at moving from
welfare to work. It is a good investment in American families.

Federal expenditures on low income housing are woefully inadequate in the face
of this challenge. And when examined in comparison to Federal expenditures to sub-
sidize the housing of middle and upper income households, the lack of investment
in low income housing becomes even clearer. In 1997, assisted housing outlays were
$26 billion, while housing tax expenditures (mortgage interest and property tax de-
ductions) were $97 billion. In constant 2000 dollars, the tax expenditure level will
go to $123 billion by 2005.

It will take much more than fine-tuning existing low income housing programs,
which we must continue to do, to seriously make a dent in this problem. The good
news is that we know how to do solve the affordable housing crisis. We have a thriv-
ing mission-driven, community-based, non-profit housing sector that is continually
increasing its capacity to provide safe, decent, and affordable housing. We believe
strongly that the resources in our country to intervene at the scale needed to make
a difference. What we need now is the creative and visionary leadership to make
it happen.

Thank for your consideration of my remarks.
Mr. SUNUNU. I would like to begin the questioning now, touching

on a few of the points that you raised with Mr. Ramirez.
First, you raised, I think, a very important concern about false

positives, about trying to approach the verification process care-
fully.

There is no question when you have the number of letters that
are going out, the number of discrepancies in income reporting that
we have, there are going to be some legitimate reasons that both
of you touched on in your testimony for the problem.

I think we can minimize those issues by putting in place a rea-
sonable threshold for income discrepancy. We are not talking about
a difference of $100 or $500 or even $1,000, as I understand it, in
the income that is reported. It is at a higher threshold than that.

Mr. Ramirez, can you review for instance what those thresholds
are?

Mr. RAMIREZ. Yes. We have actually two thresholds. One is for
the multifamily Section 8 subsidized housing, which is a $4,000
threshold. Then we have an $8,000 threshold for public housing.

Mr. SUNUNU. For annual income?
Mr. RAMIREZ. Yes, sir, annual income.
Mr. SUNUNU. In your testimony on March 8, you suggested that

there were, I think, 260,000 letters that were about to go out. In
your testimony today, you mentioned 230,000 letters. It is a dif-
ference of about 10 percent. I just want to be clear for the record;
how many letters are being mailed out today?

Mr. RAMIREZ. We have two family incomes, so the number has
shrunk in matching up addresses and individuals in those incomes.
We anticipate that that will be the case in a bigger mailing that
will take place after working with the different industry groups, as
it relates to the overpayments that will be discovered as we run the
analysis, as well as the notification to all residents that are cur-
rently receiving some sort of subsidy that—in their verification re-
certification process, we are advising them, in the same form that
we have advised by way of information and handout attached to
these letters, what kind of income they need to take with them as
they get recertified for the following year, sir.
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Mr. SUNUNU. In your testimony, you said those letters are being
sent as we speak. How many letters are being sent out this week?

Mr. RAMIREZ. I couldn’t tell you exactly how many this week. It
is a massive mailing of 230,000.

Mr. SUNUNU. When is the goal for having completed the entire
mailing?

Mr. RAMIREZ. We should be done mailing all of these letters
within the next 2 weeks or so, sir.

Mr. SUNUNU. Two weeks? That is the initial——
Mr. RAMIREZ. This is the initial match of discrepancies for under-

reporting income as it relates to the entire population.
Mr. SUNUNU. That is a total of 230,000 notifications?
Mr. RAMIREZ. Approximately, yes, sir.
Mr. SUNUNU. You talked about the concern of those that may be

overreporting income, and therefore—and Ms. Crowley touched on
that, as well. You didn’t give an estimate of the number of cases
of overreporting.

Has a similar IRS match been done to try to quantify the num-
ber?

Mr. RAMIREZ. Yes. We are currently working on that match. But
let me, if I may, Mr. Chairman, just bring some perspective to
where we are and where we were.

We have over the last several years depended on the Inspector
General’s review of a random sample of 1,000 residents. We have
now gone to matching the entire population that is receiving some
sort of benefit from public housing or subsidized housing.

We have worked very hard to reduce the false positive percent-
age on the underreporting process, and we feel comfortable in say-
ing that we are running at about 20 percent in comparison to per-
haps up to maybe as much as 50 percent in the old sampling meth-
od; and we are currently calibrating the false positives based on
the thresholds that we have for the overpayment.

We run a similar risk in estimating an overpayment, if we are
not careful, in first getting these false positives, as small a number
as it can be, because you can imagine someone receiving a letter
saying, you have something due you, and they go in and they then
find out that they don’t have anything due them as a result of us
advising them that they have overpaid.

So we are in the process of doing that. We have gone through
two runs of getting it. The number has reduced from about 55 per-
cent to about 30 right now. We are not comfortable yet with where
we are on the false positives. We are running the systems to see
if we can further reduce that.

We are also working with the different industry groups to get to-
gether with them in the near future on these notifications and to
report out to them.

Mr. SUNUNU. Ms. Crowley, I don’t want to put you on the spot,
but in the March testimony, Mr. Ramirez talked about trying to
touch base with industry groups and tenant groups.

My question is, to what extent have you or your members partici-
pated in discussions with HUD, and what more do you think that
HUD can do to make sure that the process they are undertaking
is fair?
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Ms. CROWLEY. I would say that our interactions with HUD offi-
cials have been extensive. My experience was that it did take get-
ting it to the attention of the very highest levels to get us heard,
but once that happened, then we were heard loud and clear. So
there have been a series of meetings and discussions about that.

There are, as I said, lingering concerns. It is not 100 percent re-
solved. There are—my concern, my more than concern at this
point, is about how it is going to play out at the local level and how
we are going to assure that what it is that we have agreed to at
this level actually happens there.

That is the tricky part, because if everything unfolds the way we
have been told it will, then it should happen in a fair kind of way.
But we are talking about the behavior of a large number of dif-
ferent people who are going to get communications through several
layers, and there is always the danger of distorted communication.

So we will be very alert to how it is happening on the ground
with our members and be prepared to advocate at that level as
well.

Mr. SUNUNU. We don’t need to take Mr. Ramirez to task for not
including you?

Ms. CROWLEY. No.
Mr. SUNUNU. Good.
A few final questions about the scope of the problem, because

there are two large issues here. One is the financial issue, which
is estimating the size of the underpayments. That is important be-
cause the demand for the services are high.

You gave a very stark picture of that, Ms. Crowley. If we take
the estimate of $935 million that has been presented to the Task
Force by HUD and the Inspector General’s Office, that does trans-
late into 150,000 or so certificates, new certificates, which is even
more than is being requested by the administration this year. So
it is a significant number.

If I can finish, the other side of the problem is that if there is
a case of someone who is ineligible receiving housing, then that
means someone is on the waiting list, obviously, who is in need
that would otherwise qualify for a slot. Of course, it is worth em-
phasizing that the vast majority of all of the tenants here are com-
pletely honest, law-abiding, and deserving of the services.

Even if you take the full figure of $935 million—I think you used
the total figure of 26 million for low-income housing—but just at
the Federal level, if you look at a figure of 151⁄2 million for the cer-
tificate program, it is well under 10 percent. It is probably—that
is roughly 7 percent. So at the absolute worst, 93 or 94 percent of
the people in this are not even matched, so there is not an issue
there.

So there are two sides to the problem. The specific question I
have Mr. Ramirez, is the gross figure of $935 million—you gave an
estimate of $400 million to $935 million—that is an annual loss; is
that correct?

Mr. RAMIREZ. Well, that is the estimate that comes out of the
methodology that was recommended to us to employ in partnership
with the Inspector General, sampling only 1,000 of—after taking
dual incomes, of about 41⁄2 million families. So it is a broad esti-
mate or a big estimate——
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Mr. SUNUNU. Based on a sample of 1,000?
Mr. RAMIREZ. Yes.
The other thing is, because of some of the reasons I cited as to

the difficulty in recapturing these funds, as a result of folks moving
away and other activities, that the more realistic estimate that
OMB has come out with in the budget we believe is closer to accu-
rate, which is about $80 million. That is taking into consideration
not just the turnaround that may occur, but also remember that
there is that category of overpayments.

It is very preliminary for me to make any real estimate on that,
but based even on a 50 percent false positive, the number is quite
substantial on the overpayment side, as well.

So our goal in the end, Mr. Chairman, is to try to get folks quali-
fied at the front end to avoid the back-end discrepancies that could
lead to any sort of waste, fraud, and abuse that we know is occur-
ring, as was highlighted by the Office of Inspector General.

Mr. SUNUNU. Ms. Crowley.
Ms. CROWLEY. I do not pretend to understand all the intricacies

of these numbers, but my understanding—and Mr. Ramirez, cor-
rect me if I’m wrong—is that the 935 million is the first cut at the
analysis, and it is before all the false positives have been cleaned
out.

So once—as I said, to get to the true overpayment, you have to
screen out all the false positives and you have to do the overpay-
ment, and then you will get to what that real number is. So it is
going to be something substantially less than that.

So the 230,000 letters that are going out, the total of that does
not get up to $935 million because that analysis was based on sort
of a gross analysis at that point.

Mr. RAMIREZ. Yes.
Ms. CROWLEY. So that has to be further refined to get at some

understanding of what the true number is.
Mr. SUNUNU. Thank you.
Mr. RAMIREZ. May I just say—real quick, just to say that what

we have done is that this year, for the first time ever, we will have
an accurate baseline of what that number really is, instead of these
estimates that are based on a small population of a greater popu-
lation.

Mr. SUNUNU. That is the importance of keeping to your time line
with regard to the issuance of the first 230,000?

Mr. RAMIREZ. Yes. On that one, working with the industry, be-
cause that is also an important piece of correspondence that needs
to go out, we would anticipate that we could finish up our work on
that letter and what we need to refine in our estimates to get that
letter out on the overpayment side by June 30, Mr. Chairman.

Mr. SUNUNU. Thank you.
Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman. Mr. Chairman, let me

talk a little bit about the methodology, and then I want to talk a
little bit about the broader program.

Again, in the methodology, this is based upon a—the $935 mil-
lion figure is based upon a random sample of 1,000 households, so
it is a sampling-type issue which has questions of accuracy, and
then is extrapolated out against the entire program; but false
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positives and overpayments by tenants are not netted out, so it is
still a rather nebulous figure that is out there.

The 230,000 notices that you are sending out, that is not net
false positives?

Mr. RAMIREZ. It is—we have 90 days after they get sent out. We
anticipate there may be as high as 20 percent false positives on the
230,000. That is just based on local policy for exemptions of certain
incomes. Again, because of the way the law is now structured,
there is a great deal of discretion that is given at the local level.

The difference between the old methodology and what we are em-
ploying now is that there is a complete match of income and Social
Security, and based on that and the tiers we have established, we
have narrowed down that universe to just 230,000 where there are
these discrepancies.

Mr. BENTSEN. Can the IG’s Office tell me, in these cases that
have been going on for some time—this is a 60-year-old program,
in effect, and a lot of your cases go back to the early 1980’s, and
have gone on for periods of time, unacceptable periods of time. In
the IG’s study, if you could speak to that, is there a preponderance
of underpayment by tenants in the high-dollar range or the low-
dollar range, and is it $10 and $20 a month, just outright fraud,
or several thousand dollars?

Secondly, is there a preponderance of individual tenant abuse
through PHAs, or is it with respect to third-party private-sector op-
erators?

Mr. SCHUSTER. Sir, basically, as criminal investigators in our lit-
tle world, we are just dealing with what we would call prosecutable
criminal cases, so we would not get into the whole universe. We
could not answer that.

Mr. BENTSEN. On that issue, Mr. Chairman, I will submit for the
record from the IG’s Office—I would be interested to know where
the mean is and where they come down.

Let me ask this. From an investigator standpoint, the way I un-
derstand this, reading through this, Congress in 1993 adopted a
law allowing, in the famous Omnibus Budget Reconciliation Act of
1993—one of the many things that did not get talked about in the
1994 elections was a change in the law that allowed for the use of
IRS data for income verification and match; I believe that is cor-
rect.

From the IG’s perspective and investigators’ perspective, do you
believe this new income verification will be a sufficient tool in try-
ing to root out either outright fraud or just inadvertent under-
reporting of income?

Mr. SCHUSTER. Once again, I don’t know, as a Special Agent,
whether I am equipped to answer that particular question. I think
it would give you maybe an idea. But once again, dealing with our
resources and our priorities and what the U.S. Attorney’s offices
are, in a sense dictating to us, we probably would not get into those
specific areas unless we had proper resources.

Mr. BENTSEN. Mr. Carolan.
Mr. CAROLAN. I would say that it is very helpful, and some of the

things that we talked about around the table, in some of the testi-
mony, as long as this information is timely, where it is not old in-
formation, as long as it is accurate, apples to apples, and as long

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00078 Fmt 6601 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



75

as we are all sensitive to the individual circumstances, the case-by-
case family——

Mr. SUNUNU. If the gentleman would yield for a moment——
Mr. BENTSEN. Yes.
Mr. SUNUNU. Specifically, would an income matching program,

as we are beginning to implement here, would that have assisted
you in the Charlestown case? Would that have uncovered the in-
come discrepancies that were prevalent in that case?

Mr. CAROLAN. I would assume that it may have pointed to a pat-
tern, multiple cases at a particular site, which would have led us
to look at something other than individual tenant fraud; that there
had to be something there that was a common denominator. So I
think, like I said, it would be helpful.

We have to remember, most of the cases we look at are the egre-
gious ones. They are multiple years of underreporting of income,
resulting in multiple years of overpayments, usually. They have to
meet the test of the prosecutor.

We also look at ability to make restitution.
Mr. BENTSEN. Just a couple more questions. Let me ask, let me

look at this from a broader perspective in the income verification.
As I understand how the Section 8 assisted housing program

works, and has for the last long period of time, it has somewhat
devolved from the Federal Government to local partners which—we
actually expanded their authority through H.R. 2, or whatever the
public law is now, back in 1998, and third-party contractors to the
government who operate project-based housing and the Section 8
assistance is made to those entities.

They are required to verify the income and have that approved
by a third party, and that is what the Federal Government has re-
lied on in the past, for the last 60 years, I guess.

The income verification program, if I understand it, which is the
first of its kind in HUD, came out of the 1993 act. It effectively is
designed to try and match W–2, W–3 data of every tenant of record
in the program against the data that is provided by the PHA, that
they collect, or the third-party Acme Project-Based Housing Corps,
whatever third party, to see whether that matches up.

So this will be the first time ever that HUD is basically looking
over the shoulder of your clients in the field; is that correct?

Mr. RAMIREZ. It is correct on the income verification side.
But let me say, it is one more component of our overall 20-20

management reform. We have always taken the other side of over-
sight seriously, as well, and have reshaped the way we go about
inspecting the Housing Authorities and the project-based owners
for housing quality standards, for financial stability, for tenant sat-
isfaction, and for management, as well, through our real estate as-
sessment system and center.

So, yes, it is the first time we have ever done that, and it is a
baseline that we are establishing so that Congress then can have
a more accurate account of underpayment, overpayment, and the
real number that is out there, and to assist you in providing the
funding that we need to provide affordable housing.

Mr. BENTSEN. To the IG’s, and then I will finish up, and I am
going to apologize, because I am going to have to leave after that;
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there is another meeting I was supposed to start chairing 15 min-
utes ago.

In your history of 28 years—and I don’t know how long, Mr.
Schuster, you have been there—is this a problem that you have
seen throughout your career with HUD in the Section 8 public
housing; or is this a problem that has just sort of started to occur
in recent years?

Second of all—and you may not know the answer to this—but
how would you compare the potential loss to the program in this
with the old FHA coinsurance program that was designed to create
affordable housing, multifamily housing, primarily in the late
1970’s, but also in the 1980’s? I assume you all dealt with some of
those issues, as well.

Mr. SCHUSTER. I will start off first by saying, you know, is there
a history of it? As long as I have been a criminal investigator,
which is over 30 years, there have been people who have been out
to defraud the system. So I have always—I have never had to
worry about work. I have always had a lot of work. This has been
continually.

I worked with ATF, I worked with Health and Human Services
IG, and for the last 11 years I have worked for HUD IG. There has
been—there has been a problem. There are people who are out to
defraud the program.

As I said, we are dealing with a small number of people who are
really ripping off the system. That is the only way to say it. There
is no doubt that this is not by accident. They have a plan; they are
conspiring to do this.

Mr. BENTSEN. This is not just an innocent, ‘‘I didn’t report—I
didn’t realize that my minimum wage went up and I was getting
more money,’’ or something?

Mr. SCHUSTER. Right. This is not an accident. That is why in my
statement I wanted to point out that there are situations where
people are not trying to rip off the system, they are trying to do
for family, or whatever. They might be actually, in a sense, de-
frauding the system, but it is not something that, you know, we
would be concerned about in our particular responsibilities.

So I think, yes, there have always been problems. To what ex-
tent, we have no way of knowing. We don’t get into that. Probably
our audit side of the House has made more studies of that and may
be more able to respond.

Mr. BENTSEN. Thank you.
Mr. Carolan.
Mr. CAROLAN. I would agree. We presented the first cases in my

district, in the district of Massachusetts, in the 1970’s, so I believe
the problem is there and continues to be there.

But again, we look at the most egregious cases. We have a lot
of criteria where we test them, like ability to make restitution,
multiple years of the problem with one individual or family. So
there are a lot of ways we screen out those that do not meet the
standards, and refer them back to the HUD program people or to
the providers for administrative recovery, to look at it and see
whether they can recover.

As far as the second part of your question, the insurance pro-
grams, back to the 236 program and other programs, the same type
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of things were happening. We had falsification. As my associate
said, there are people out there that are going to beat the system,
and will find a way to try to beat the matching and everything else.
I think it did exist back in some of those programs, also.

Mr. BENTSEN. Thank you, Mr. Chairman.
Mr. SUNUNU. Thank you, Mr. Bentsen.
Mr. Miller.
Mr. MILLER. Thank you, Mr. Chairman.
Deputy Secretary Ramirez, we discussed preventing waste, fraud,

and abuse from happening in the future. You briefly said how the
law is now structured.

Mr. RAMIREZ. Yes.
Mr. MILLER. That raised a question.
Is there anything Congress can do to help you?
Mr. RAMIREZ. Yes, sir. We believe that to bring the accuracy of

the system to an even more on-time basis—again, to bring a little
perspective to the situation—the 1,000 number sampling that came
out of this population of 4.5 million is based the same as we base
our current verification process, which is prior year returns. So a
year has gone by before we can actually match up and see if there
was any discrepancy in what was certified and what income was
actually reported.

If we were to be able to get legislative relief to work in greater
cooperation with HHS, and in particular, for the 941 quarterly re-
ports on new hires, that would help enhance the ability of the pri-
vate owners or operators, as well as agents and our agency, to be
more on time in capturing any discrepancies in recertification and
underreporting.

Mr. MILLER. Has anybody asked for that legislative relief to
date?

Mr. RAMIREZ. Consider it asked, sir.
Mr. MILLER. OK. I would like to follow up after the hearing with

you on that.
Mr. RAMIREZ. We will be——
Mr. MILLER. If that has not occurred and there is something we

can do to help you, we need to do that.
You basically talked about the DC pilot program and the new

verification program we will be using in the future.
Can you give me just a brief overview of the difference, if you

have not already done that? I know I missed part of the hearing.
Mr. RAMIREZ. The difference between the pilot and what we are

doing now?
Mr. MILLER. The DC pilot program and the new verification pro-

gram you are going to be using now.
Mr. RAMIREZ. What we have done—the biggest difference is that

the letter, as Ms. Crowley mentioned earlier, what was sent in our
pilot to the District of Columbia residents was a little more menac-
ing then it needed to be. It was pretty bureaucratic, and had not
really been vetted at the highest levels to be able to be a little more
descriptive and clear in the objective of sending this letter and,
also, in outlining the facts as to the type of incomes that qualified,
did not qualify, what kind of rights tenants had in pursuing their—
any remedial action they felt they needed to take.
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I would like to acknowledge the great work and cooperation that
we got, not just from Ms. Crowley, but, as well, other industry
groups both on the private owners’ side, the agents’ side, through
the Housing Authorities, and the tenants, which I thought was
somewhat historic, to be able to get all these groups together
around a table for the first time.

This was the issue that brought it. We have worked together
since then. We will continue.

We now have a couple of issues that we need to resolve together,
and now that we have gotten into a rhythm of exchanging docu-
mentation and corrections in language and whatnot, we need to
clear up the correspondence that is going out to the agents and op-
erators, advising them of what they need to do as a result of people
receiving—the tenants having received these letters for over- or un-
derpayments.

We have the letter for overpayment that we will be working on,
and then a bigger mailing that will just lay out what qualifies,
what does not qualify, and remedies that a tenant can pursue that
will be going out.

Again, let me reiterate for the record that our notices—the way
the mail works, and everything else, for underpayments, June 30,
we are hoping to work with the industry to have the overpayment
discussion done by that time as well, to get those letters out and
proceed accordingly, and be able to come back with a more de-
fined—because there is a 90-day period; sometime by December 1
this process should be concluded for this first cycle.

Mr. MILLER. Knowing that you could never eliminate all the
waste, fraud, and abuse that might exist within any system, based
on what you are proposing—and you are moving forward now—do
you believe the next time you come before Congress, you will have
fairly much resolved this problem?

Mr. RAMIREZ. We will have the baseline and an accurate number,
gross number, of what we believe would be underreporting on the
part of tenants.

We need to then, at that point, factor, as we believe is correct,
the probability of being able to recapture those funds, and up to
what level, without it becoming overly costly for this collection.

Finally, let me say that what we will have been able to accom-
plish, which is our goal in this process, is to be able to have eligible
residents that are sitting on waiting lists, that have doubled over
the last year and a half, into these units, and ineligible residents
out of those units; and we feel that in that regard we will be able
to meet that particular area of our mission.

I cannot say that we will be meeting our mission as completely
as we should. There were some very accurate figures brought out
by Ms. Crowley as to the real need that is out there. There are ad-
ditional resources we would need to be able to create affordable
housing opportunities.

Mr. MILLER. As a type of an aside, are you involved in any way
with down-payment assistance with nonprofits?

Mr. RAMIREZ. Yes, sir.
Mr. MILLER. One problem we have noticed in the last few years,

and I don’t know why it is—I have dealt with a couple. Some I
have looked at and I shake my head; some are doing a good job,
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but it seems like there is vague and ambiguous language that HUD
keeps putting out. I have written letters to try to get this resolved.
We have been effective in every instance.

It seems like there is a problem with HUD about putting out
vague language, whether certain nonprofits’ loans are going to be
approved in the future, with no data to say that they are not going
to be, no scheduled hearings to say there is going to be an over-
view. I am wondering why that continues to happen. It is becoming
a problem.

There are some out there that are providing down-payment as-
sistance for groups that are not using any government funds and
are very successful. It seems like they are repeatedly being im-
pacted in some fashion by HUD. It does not make any sense to me.

Mr. RAMIREZ. There are two issues there that you have touched
on, Congressman.

The first issue is that when we put out a regulation to create the
facilitation of the delivery of whatever programs we have, or activi-
ties that we have jurisdiction over, we purposely try to make sure
that this regulation is as flexible and as open as possible to create
as much local flexibility as possible. That may be interpreted as
ambiguity, perhaps, in some instances.

We believe that it is better for us to refine it than to come out
with something that is—that will, in essence, lock communities and
not-for-profits into doing things a certain way, and we have learned
that the cookie-cutter approach does not work.

The other side of the equation is that we do have some very suc-
cessful not-for-profits that do not use any government funds that
provide down-payment assistance to low- and moderate-income
families for home ownership.

Our concern there, and we are working with the different groups,
is that there are—there is a negative equity that is built as a result
of what is brought in at the front end of these loans that, in es-
sence, creates a bigger burden through the life of a loan for these
low- and moderate-income families.

Mr. MILLER. Through inflated appraisals or such?
Mr. RAMIREZ. Correct.
So what we have been doing is, we have been talking to both the

ones that are effective in doing this and have worked to monitor
their activity to make sure that this does not occur, as well as
those that are quite lax in dealing with it.

We have to step in and make sure that in the end what we are
doing is that we are truly creating the opportunity for a family to
realize the American dream and not end up living the American
nightmare.

Mr. MILLER. One thing—and I think it is really important, be-
cause we have gone over this, I have done this too many times in
the last year with nonprofits—that HUD should be a little more
sensitive.

There are some that there is absolutely no—even suggestion that
they are inflating appraisals, they are dealing with approved lend-
ers who are providing quality appraisals; and yet some of the lan-
guage comes out that implies that at a future date this specific
nonprofit might not be an approved HUD agent to deal with those
types of loans.
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I would ask that you try to create more sensitivity. I understand
that you try to deal with the problem, but in some cases, a problem
is being created where there is none. I have not tried to be an ad-
vocate of any one specific group, but when we come back and ap-
proach HUD, we find no reason at all that they should be using
language like that, and they change it. It just causes some prob-
lems and hurts some people who have tried to take advantage of
these down-payment assistance programs, because their loan has
not been recorded or has been delayed for some reason. It should
not have been.

If you can just do that, I will appreciate it.
Mr. RAMIREZ. Yes, sir. We will get back to you with a response.
Mr. SUNUNU. Mr. Clement.
Mr. CLEMENT. Thank you, Mr. Chairman, Mr. Secretary, and the

panel. It is a pleasure to have you here today.
Let me ask you this question, first. What percentage of house-

holds eligible for Federal rental subsidies actually get help?
Ms. CROWLEY. It is about one-third. That is the number that is

most frequently cited; that if you defined the eligibility under what
the law allows now and then you look at how many are actually
getting assistance, it is about one-third.

There are other ways of looking at the number. Our number is,
as I said, 10.8 million households with a severe housing cost bur-
den who are low-income people. That includes both homeowners
and renters. HUD’s analysis is that the worst-case housing needs
is 5.4 million households. Those are renters who receive no assist-
ance and have a variety of housing problems.

Mr. CLEMENT. Of course, we all, Democrats and Republicans,
want to stop waste and fraud. We should do everything we can to
stop Federal payments to families who are not eligible.

If you assume that a $935 million overestimate is accurate, and
every penny went to eligible families, how many more families
would be covered?

Mr. RAMIREZ. About 150,000. But we don’t agree with that as-
sumption, Congressman.

Mr. CLEMENT. I wish you would expand on that.
Mr. RAMIREZ. As we went into this subject earlier in our testi-

mony and in earlier questioning, the $935 million figure that is out
there is based on a small sampling of—I hate to sound repetitive,
but just to be able to clear things up, in the past, what we have
done is that we would take a sampling of 1,000 residents in a total
population of about 4.5 million. Then from there, the methodology
that was employed would extrapolate to that number that you see
up there.

What we are doing now is that we have actually matched up
these households through tax returns, Social Security benefits that
are paid, and their residency, and set thresholds as to whether
they are underreporting or not. We have gotten down to the point
of refining that, and have identified, in that universe of about 4.5
million, 230,000 households that have technically underreported.

I need to add that within that number, because of the broad dis-
cretion that has been provided to local Housing Authorities and op-
erators, that they do have discretion as to what they would allow
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or disallow as eligible income. So we are going to be going through
that process of getting down to the final number.

The other circumstance that we run into is that there are situa-
tions where people overpay in the program. We are currently
matching up income and payments that get to a number that
would reflect, as closely as possible, those amounts that are being
overpaid, to advise those residents as well that they need to go in
and clear up those overpayments, so they can actually be getting
what they are entitled to.

The $935 million number that is out there is a number that is—
that is, we believe, quite inaccurate in reflecting a true picture of
what actually exists in the overpayment category.

Once we have—because this year is a baseline year, Congress-
man, for establishing that number, that baseline then is also im-
pacted by certain situations, again allowable exceptions plus collec-
tion difficulties that occur, to get to a real number of actual recov-
ery of any overpayments that are out there.

Our goal in the end, by establishing this system, is to be able to
better qualify at the inception the residents, number one; and num-
ber two, that when we do find these discrepancies, and someone is
living in a unit that is not qualified to live in that unit, that that
unit then be vacated by that individual, or that family, and that
it now be occupied by someone that is eligible.

Mr. BENTSEN. Mr. Secretary, there is no doubt in your mind
there is a huge unmet need that exists?

Mr. RAMIREZ. I would further add that even after getting to this
number, we would not be making a dent in the need.

It was earlier stated that we have over 11 million American fam-
ilies out there that—or close to 11 million that are out there that
are suffering conditions of housing where they are paying more
than 50 percent of their income in rent. So it is an unacceptable
condition that exists.

Even with the current request that the President has proposed
of 120,000 additional vouchers, it is a baby step in trying to resolve
this problem, but a step that we feel is absolutely necessary, be-
cause it is an escalating problem.

Mr. CLEMENT. Mr. Secretary, these numbers up here on this
chart, you don’t really accept those numbers as true or accurate
numbers?

Mr. RAMIREZ. That is correct. We accept those as rough estimates
based on the methodology that has been employed in partnership
with the figure of the Department of Housing and Urban Develop-
ment to come up with a number that needs to be included in our
financial statements.

Mr. CLEMENT. All right. Thank you.
Mr. SUNUNU. Thank you very much, Mr. Clement.
I have just a few final questions.
Mr. Ramirez, has the Department shared the match list of the

230,000 tenants that have a significant underreporting of income
with the Inspector General’s Office in order to try to identify pat-
terns that might exist there that would be worthy of their inves-
tigation?
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Mr. RAMIREZ. No, sir. It is premature for us to share that list
with anybody, first off, because it has not gone through the cycle
of it being exempted or not.

Secondly, it is—the private operators and agents, such as the
Housing Authorities, it is up to them to assume the principal re-
sponsibility in rectifying any differences in underreporting.

So the principal obligation of having this reported to the Inspec-
tors General throughout the country that serve the Department
would be based, more than likely, on referrals from the Housing
Authorities, agents, or private owners, sir.

Mr. SUNUNU. As this process moves forward, however, is it your
intention to share information that HUD might develop regarding
patterns in income underreporting, or egregious cases of income
underreporting, to the Office of Inspector General?

Mr. RAMIREZ. We are prepared to share information that would
not violate the Privacy Act and the method in which we were able
to collect this information, and certainly we are not going to be the
ones initially to make the call as to whether there is fraud or not
occurring.

Inspectors General, as has been my experience through the years
that I have been with the Department now—they have the run of
the room. If they so wish to come in and audit these numbers, they
are certainly welcome to.

Mr. SUNUNU. There is nothing that would prevent them statu-
torily from reviewing the income underreporting information that
you might generate?

Mr. RAMIREZ. That would be a question that I would suggest be
posed to the inspectors.

Mr. SUNUNU. Mr. Carolan, is there anything that would prevent
you from reviewing information to identify patterns or egregious
cases of underreporting that might be worthy of investigation?

Mr. CAROLAN. I don’t believe there would be any barrier.
Mr. SUNUNU. Thank you.
A final question: Mr. Ramirez, we have talked a lot about this

process, which I think is important. Mr. Clement mentioned the
value of determining whether or not $935 million is recoverable,
identifying what is recoverable. Ms. Crowley talked about looking
at income overreporting as well.

These are all issues, though, at the end of the process, where we
are trying to verify after the fact and match actual income to what
was initially reported.

What has been done to deal with the front end of the process,
to improve the internal control systems of HUD so that the Hous-
ing Authorities can better determine tenant income up front when
they first apply, or when they are recertified?

Mr. RAMIREZ. One of the things, because of the discretion that is
written into the law to create greater flexibility at the State level
and local level, there have been some States that have been
proactive in trying to get more on-time information as it relates to
wages. So there are State wage reports that now go to Housing Au-
thorities, but it is on a State-by-State basis. That is the only way
it could be done.

Mr. SUNUNU. How many States do that?
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Mr. RAMIREZ. I think there are three—we are actually using two
right now. Two.

Mr. SUNUNU. Is that something that you are encouraging States
to do?

Mr. RAMIREZ. Absolutely, sir. But that is, again, at their discre-
tion.

Mr. SUNUNU. Thank you very much.
Thank you to all the witnesses for your testimony today. This is

a significant problem, both in terms of the finances, but also in
terms of the fairness of the program.

It is important that these programs are viewed by both the pub-
lic that does not benefit from the program and those that are in
need, that they are fair, in order to ensure the credibility of HUD
that has a number of other programs that it uses to reach out to
communities with, and the credibility of the Federal Government
that is trying to oversee these and other programs efficiently and
effectively.

Your testimony has helped us a great deal here today. Thank you
for your time.

The committee is adjourned.
[Whereupon, at 11:41 a.m., the Task Force was adjourned.]
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Government Failure in Disposing of Obsolete
Ships

FRIDAY, JUNE 9, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,

TASK FORCE ON HOUSING AND INFRASTRUCTURE,
Washington, DC.

The Task Force met, pursuant to call, at 10:10 a.m. in room 210,
Cannon House Office Building, Hon. John E. Sununu (chairman of
the Task Force) presiding.

Chairman SUNUNU. Good morning and welcome to the witnesses.
I want to thank Ken Bentsen and all the committee members for
participating in the hearing today.

Today we welcome three witnesses to testify on the problems and
the failure governmentwide in disposing of obsolete ships. Our wit-
nesses today are Thomas Howard, Deputy Assistant Inspector Gen-
eral for the Department of Transportation; John Graykowski of the
Maritime Administration; and Vice Admiral James Amerault, Dep-
uty Chief of Naval Operations for Logistics. I understand all of you
have busy schedules and I appreciate your taking the time today.

The Merchant Ship Sales Act of 1946 created the National De-
fense Reserve Fleet to provide merchant and nonmilitary vessels to
meet shipping requirements during national emergencies. The Mar-
itime Administration, MARAD, administers this fleet, and they are
responsible for disposing of obsolete vessels of 1,500 gross tons or
more. DOD provides funding to maintain the fleet, and right now
there are 114 vessels that have been designated for disposal be-
cause most of them are no longer operational and they do pose
problems that are both financial and environmental.

Unfortunately, we have a situation that is beginning to develop
into a crisis. Over the last 5 years, in a number of ways, the gov-
ernment has restricted the ability of MARAD to engage in this
task. There are current restrictions on MARAD to use its own
funds to pay for the scrapping of these vessels. There have in the
past been restrictions on utilizing foreign scrap yards, and there is
a problem with the domestic supply of available scrap yards to han-
dle the disposal of these obsolete vessels.

The vessels are maintained at three locations: James River Re-
serve Fleet in Virginia; Beaumont Reserve Fleet in Texas; and the
Suisun Bay Reserve Fleet in California. During 1999 the cost to
maintain this disposable fleet exceeded 4.2 million and there was
an additional $1 million that we will have Mr. Graykowski talk
about in some more detail for emergency repair.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00089 Fmt 6601 Sfmt 6601 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



86

This is really no direct fault of MARAD. These are old vessels,
in some cases decades old. They have hazardous materials in some
cases on them. They can leak oil and I think this environmental
issue has really been undiscussed, at least unquantified. That is
one of the issues I hope we can touch on today to better understand
the potential environmental threat, the cost of that environmental
threat, and the threat it poses not just on the river itself or the bay
where these boats are being held but on local economy, shipping,
and local navigation safety.

The estimates to deal with this problem in its entirety range
from $500 million to over $2 billion. That is a significant amount
of money. It is an enormous range of costs and I think that is sim-
ply an indication of how little we really understand both the short-
term and long-term costs of dealing with these problems.

Since 1995 MARAD has only scrapped 7 vessels. Several were
sold to contractors in 1999, but a number of the vessels were never
removed and remain moored with the MARAD fleet. Progress has
clearly dropped off in the past 10 years; but at the same time the
longer we wait, the larger this problem becomes. The problem
grows because over the next year over a dozen additional vessels
are scheduled to come into the MARAD fleet.

Now, between 1987 and 1994, MARAD disposed of 130 vessels,
most of which were exported to China, India, Mexico and Taiwan.
Problems with the world price of scrap metal has also hindered ef-
forts by MARAD to scrap the vessels because when scrap metal
prices are depressed, there is less likelihood that either a foreign
or a domestic scrap yard is going to be willing to pay to take the
vessel off MARAD’s hands. Current legislative restrictions exist, as
I said earlier, that prevent MARAD from engaging in contracts to
pay for the scrapping of these vessels and as a result the problem
grows.

I think it is a problem that is getting worse. The estimate is that
there would be as many as 155 vessels waiting for disposal by the
end of 2001. The administration response to date, in addition to im-
posing a moratorium that lasted for some time and significantly de-
layed the scrapping process, was to move the date that we required
these ships to be disposed of back 5 years or at least to request a
movement in that date. While I understand that this reflects a rec-
ognition of the slow pace of progress in this area, I don’t think that
moving the date that we require all these vessels to be scrapped
in and of itself is going to really address the problem. Delaying
when we have a known environmental crisis before us really is no
solution.

I am very interested to hear what our real options are for dealing
with this problem. I don’t think waiting is acceptable. I think and
I hope Mr. Graykowski from MARAD will be candid and even cre-
ative in perhaps looking beyond some of the existing financial re-
straints or political restraints and talking through with this sub-
committee, with this Task Force, what some of the potential op-
tions might be. And I am sure that members on both sides of the
Task Force recognize that this is a problem that may actually cost
money in the short term in order to save money in the long term,
and certainly it warrants our closest attention.
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We don’t have a good handle on the costs and the potential risks
associated with this, with these obsolete vessels, but I hope at the
end of this hearing today we will have a much clearer picture of
the options ahead of us.

[The prepared statement of Mr. Sununu follows:]

PREPARED STATEMENT OF HON. JOHN E. SUNUNU, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF NEW HAMPSHIRE

I would like to start by thanking Congressman Bentsen and all the members of
the Task Force for being here this morning. I would also like to thank and recognize
Mr. Thomas J. Howard, Deputy Assistant Inspector General, Department of Trans-
portation, Mr. John E. Graykowski, Deputy Administrator of the Maritime Adminis-
tration (MARAD), and Vice Admiral James F. Amerault, Deputy Chief of Naval Op-
erations for Logistics. I appreciate your taking time out of your busy schedules to
be here with us.

The Merchant Ship Sales Act of 1946 created the National Defense Reserve Fleet
(NDRF), which would provide merchant and nonmilitary vessels to meet shipping
requirements during national emergencies. The Maritime Administration (MARAD)
administers the fleet and is charged with the responsibility of disposing of vessels
of 1,500 gross tons or more. The Department of Defense (DOD) provides funding to
maintain the fleet. At this time, 114 vessels have been designated for disposal be-
cause many of them are no longer operational and pose serious problems both finan-
cial and environmental. It is my hope that we can explore here today the extent
of the problems with scrapping these ships and discuss the possible solutions. Fur-
thermore, I would like to know what we in Congress can do to help move this poten-
tially costly situation forward or at least closer toward a comprehensive resolution.

These 114 NDRF vessels are maintained at three locations: the James River Re-
serve Fleet in Virginia; the Beaumont Reserve Fleet in Texas; and the Suisun Bay
Reserve Fleet in California. During fiscal year 1999, the cost to maintain 110 ves-
sels awaiting disposal exceeded $4.2 million, and an additional $1 million was spent
on an emergency repair. The estimates to do away with this problem range from
$500 million to $2 billion. The yearly costs to maintain an NDRF ship averages
$20,000. If some of these ships are not disposed of soon, they may sink, causing seri-
ous environmental problems. Repairing and drydocking these vessels could be very
expensive and may cost as much as $900,000 per vessel. Environmental cleanup and
remediation could be even more expensive to address, and appears to be very hard
to estimate, which is a large concern in my mind.

Since 1995, MARAD has only scrapped 7 vessels. Several vessels were sold to con-
tractors in 1999, but the vessels were never removed and remain moored with the
MARAD fleet. Progress in scrapping vessels has clearly dropped off in the past 10
years. The longer we wait the larger and more costly the problem becomes.

Typically, a ship scrapping company buys the rights to scrap a government ship
and later sells the salvaged metal to recyclers. Remediation of hazardous materials
takes place before and during the dismantling process. If a vessel is taken apart im-
properly, a ship scrapping operation can pollute the land and water surrounding the
scrapping site and risk the health and safety of the scrapping operation’s employees.

Exporting these ships is not an option at present. In 1994, the Environmental
Protection Agency (EPA) prohibited the Navy and MARAD from exporting vessels
after determining that the export of government ships for scrapping was prohibited
by the Toxic Substances Control Act. In fact, MARAD has not sold a vessel to over-
seas markets for scrapping since 1994. MARAD disposed of 130 vessels between
1987 and 1994, of which 128 were exported to China, India, Mexico, and Taiwan.
In September 1998, the Clinton administration placed a moratorium on overseas
scrapping due to concerns about environmental and worker health and safety. The
moratorium expired October 1, 1999. Currently, the administration requires
MARAD to request approval from the EPA to sell vessels overseas to markets that
are capable of scrapping in an environmental complaint manner.

It is apparent that this problem cannot continue to go unresolved. The Depart-
ment of Transportation Inspector General’s office indicated in its audit report of
March 10, 2000, that the number of obsolete vessels could be as high as 155 by the
end of fiscal year 2001. We can surely all agree that this situation is getting worse
and something must be done soon.

I am interested to hear what plans are currently being made and developed to
deal with these issues. I am hopeful that MARAD and the Navy can coordinate their
efforts to bring about a solution. Solutions may range from allowing overseas scrap-
ping of these vessels, creating a domestic scrapping industry in the United States
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to handle the workload, or to simply spend the money necessary to dispose of every
obsolete vessel.

The bottom line is that the U.S. Government does not have a good understanding
of the potential long-term cost of scrapping these ships or the environmental impact
resulting from a ship-related accident. I look forward to hearing the thoughts of our
panel members. I would like to recognize Congressman Bentsen for any opening
comments he may have.

Chairman SUNUNU. Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman, and I thank the mem-

bers of the panel for testifying today. As the Chairman pointed out,
this Task Force is charged with holding oversight hearings on
waste, fraud, and abuse and reporting our findings and rec-
ommendations to the full House Budget Committee.

In this, our third oversight committee hearing, we turn to dis-
posal of obsolete vessels in the National Defense Reserve Fleet by
the Maritime Administration, MARAD program. I have a dual in-
terest in this, the one which you all are doing; but, I also might
add, representing the district which includes a great deal of water-
shed in the port of Houston and the ship channel.

I have had my own experience in trying to remove abandoned
barges from the San Jacinto River, which the Coast Guard was
kind enough to do with a little nudging from Congress. And, Mr.
Chairman, we did find that in many cases, the cost of removal and
decontamination exceeds the scrap value greatly and ends up being
a net loss situation.

I am particularly interested in hearing about the Navy’s pilot
project for scrapping obsolete vessels and whether it can be used
as a model for MARAD. While I am interested in learning the mag-
nitude of the inventory excess problem, I am primarily concerned
about how MARAD plans to economically scrap these vessels while
complying with safety and environmental standards. I understand
the issue is the relative feasibility of scrapping these vessels in the
United States and overseas.

I might mention that our colleague, Mr. DeFazio of Oregon, has
introduced a bill, H.R. 4189, which would establish a pilot program
for the Department of Transportation to carry out the vessel scrap-
ping and processing program in the United States. At his request,
Mr. Chairman, I would ask unanimous consent at the appropriate
time that his statement regarding his bill in this matter be in-
cluded in the record.

Chairman SUNUNU. Without objection. And I would ask also
unanimous consent that all members be given 5 days to submit
written statements for the record.

[The information referred to follows:]

PREPARED STATEMENT OF HON. PETER A. DEFAZIO, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF OREGON

Thank you very much for the opportunity to testify on the issue of how to dispose
of the U.S. Government’s obsolete ships. As the ranking Democrat on the House
Transportation and Infrastructure Committee’s Subcommittee on Coast Guard and
Maritime Transportation, I am keenly interested in resolving this problem. I have
introduced legislation, H.R.4189, to address the issue and the Subcommittee has
held two hearings on this subject.

As you know, the U.S. used to send its surplus vessels for scrapping at overseas
facilities, under terrible conditions. Public outrage over the U.S. sending its toxic
legacies overseas, led the Administration to halt this practice several years ago.
Since that time, virtually no ships have been scrapped. Why? Because the U.S. Mar-
itime Administration (MARAD) is statutorily obligated to sell these ships, and can-
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not, under current law, provide funds for their disposal here in the United States.
No U.S. shipyard can possibly scrap these ships in an environmentally responsible
and safe manner. So, these ships remain rotting at anchor in U.S. harbors.

The government’s current options are to again send its vessels to overseas ship-
yards where third world workers toil in unspeakable conditions, or leave them in
U.S. harbors where they risk sinking and polluting our waters.

Instead of lamenting over this dilemma, Congress should take the initiative to
change MARAD’s statute and allow the agency to provide funding for shipyards in
the United States to scrap ships. These ships are the responsibility of the U.S. Gov-
ernment and we should take responsibility the environmental hazards and safety
risks posed by these vessels.

It is time to admit that it will cost money to take care of our toxic legacy. I have
introduced legislation to do just that. My bill, H.R.4189, authorizes funding for a
ship scrapping pilot program at MARAD, to pay qualifying shipyards to scrap its
obsolete vessels.

I hope that as a result of this hearing, more Members of Congress and the public
will be aware of this problem and work to enact legislation to solve it.

Mr. BENTSEN. I thank the Chairman and with that, I will yield
back the balance of my time and look forward to hearing the testi-
mony today.

Chairman SUNUNU. Thank you very much Mr. Bentsen.
I would like to begin our testimony with Mr. Howard from the

Inspector General’s office and then provide time for Mr.
Graykowski to talk about his perception of the problem and
thoughts on ways to deal with the problem. And then we will hear
from Vice Admiral Amerault about the Navy pilot program which
I know has met with some success, and even more important, I
hope has yielded a good deal of information about the process, the
costs, and the technical and financial obstructions to dealing with
this problem.

Mr. Howard, welcome, and we are pleased to hear your testi-
mony.

STATEMENTS OF THOMAS J. HOWARD, DEPUTY ASSISTANT IN-
SPECTOR GENERAL FOR MARITIME AND DEPARTMENTAL
PROGRAMS, U.S. DEPARTMENT OF TRANSPORTATION; JOHN
E. GRAYKOWSKI, ACTING MARITIME ADMINISTRATOR, U.S.
DEPARTMENT OF TRANSPORTATION; AND VICE ADM. JAMES
F. AMERAULT, DEPUTY CHIEF OF NAVAL OPERATIONS LO-
GISTICS

STATEMENT OF THOMAS J. HOWARD

Mr. HOWARD. Thank you, Mr. Chairman, members of the Task
Force. I ask that my statement be submitted for the record and I
will summarize my remarks.

Chairman SUNUNU. Without objection.
Mr. HOWARD. My statement is based on our March 10th report

on MARAD’s ship-scrapping program. The Office of Inspector Gen-
eral has identified MARAD’s ship-scrapping program as one of the
12 most pressing management issues in the Department of Trans-
portation. The Department, the administration, and the Congress
face a challenge in determining how to dispose of MARAD’s fleet
of old, environmentally dangerous ships in a timely manner.

The current approach of selling ships for domestic scrapping is
not working. MARAD will not be able to meet the legislative man-
date to dispose of its ships by September 30, 2001. It also will not
be able to gain meaningful financial returns from these ships.
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As you mentioned, Mr. Chairman, MARAD maintains its ships in
the water in three locations. The picture being displayed shows a
few of the ships in Suisun Bay. The one in the foreground is the
Mission Santa Ynez, which is 56 years old and has been awaiting
disposal for 25 years. Environmental dangers associated with these
old, deteriorating ships are increasing daily. The so-called worst-
condition ships average 50 years old and have been awaiting dis-
posal for 22 years.

These photos show actual conditions on 3 of the 40 worst-condi-
tion ships. The ships contain hazardous materials such as PCBs,
asbestos, lead-based paint, and fuel oil. Some have deteriorated to
the point where a hammer can penetrate their hulls. If the oil from
these ships was to leak into the water, immediate and potentially
expensive Federal and State action would be required.

MARAD currently has 114 obsolete ships awaiting disposal. As
shown in the chart being displayed now, this number has grown
from 66 just 3 years ago. It is expected to reach 155 by the end
of fiscal year 2001.

As shown in the next chart, only 7 ships have been scrapped
since 1995. This represents a significant change from 1991 through
1994 when 80 ships were scrapped overseas. In addition, recent
sales to domestic scrappers have only yielded between $10 and
$105 per ship. This is down from an average price of $433,000 per
ship during the early nineties.

MARAD’s inability to reduce the backlog of ships awaiting dis-
posal is attributable to a couple of factors: the loss of overseas
sales, current limited domestic scrapping capacity and the Navy’s
pilot program.

Since 1994 MARAD has been relying on the domestic ship-scrap-
ping market but its capacity is currently limited. Only four compa-
nies have passed MARAD’s technical compliance reviews to scrap
ships. Although MARAD sold 22 ships to these domestic scrappers
since 1995, 13 are still moored in MARAD’s fleet. Recent contractor
delays in picking up ships and a default by one contractor raise a
question as to whether the ships will be removed from the fleet.

The Department of the Navy experienced a similar inability to
sell its obsolete combatant ships in the domestic market. In 1998
Congress authorized and appropriated funding for a pilot project al-
lowing the Navy to pay domestic contractors to scrap ships. Last
year the Navy awarded contracts amounting to $13.3 million for
the scrapping of 4 ships. The contractor that defaulted on MARAD
is scrapping a ship under the Navy pilot program. MARAD is co-
ordinating with the Navy on its initiatives and is pursuing alter-
native disposal methods, but due to capacity limitations, no one of
those alternatives has the potential of significantly reducing the
backlog in a timely manner.

In our March report we recommended that the Maritime Admin-
istrator take several actions:

First, seek legislative approval to obtain an extension on the dis-
posal mandate and eliminate the requirement to gain financial re-
turns on vessel sales.

Second, continue to pursue programs to improve scrapping sales
and identify alternative disposal methods.
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Third, develop a proposal seeking authority and funding to pay
domestic contractors to scrap ships, targeting the 40 worst-condi-
tion ships for priority disposal.

In its authorization request for fiscal year 2001, MARAD pro-
posed a 5-year extension to develop and begin implementing a plan
to dispose of these ships. We do not believe it is acceptable to begin
disposal within 5 years, considering the condition of some of the
ships, the environmental risk, and the cost to maintain them. In
our opinion, the legislation should require MARAD to develop a
disposal plan and substantially dispose of these ships within 5
years. Further, MARAD’s plan needs to identify viable disposal
methods, set milestones, and target the worst-condition ships for
priority disposal.

This concludes my remarks. I will be happy to answer questions.
Chairman SUNUNU. Thank you Mr. Howard.
[The prepared statement of Thomas Howard follows:]

PREPARED STATEMENT OF THOMAS J. HOWARD, DEPUTY ASSISTANT INSPECTOR GEN-
ERAL FOR MARITIME AND DEPARTMENTAL PROGRAMS, U.S. DEPARTMENT OF TRANS-
PORTATION

Mr. Chairman and members of the Task Force, we appreciate the opportunity to
be here today to discuss the Maritime Administration’s (MARAD) program for scrap-
ping obsolete vessels. We have identified this program as 1 of the 12 most pressing
management issues in the Department of Transportation. The Department, the Ad-
ministration, and the Congress face a challenge in determining how to dispose of
MARAD’s Fleet of old, environmentally dangerous vessels in a timely manner.

The current approach of selling obsolete vessels for domestic scrapping is not
working. There is limited capacity in the domestic scrapping market and the Navy
is paying contractors to scrap its obsolete warships while MARAD is asking contrac-
tors to pay to scrap its vessels. Further, MARAD has been constrained from selling
vessels overseas for scrapping, although this had been a key market in the past.

MARAD will not meet the legislative mandate to dispose of its obsolete vessels
by the end of fiscal year (FY) 2001 in a manner that will yield financial benefits.
MARAD will need relief from those requirements. MARAD will also need authoriza-
tion and funding for a program to pay for the disposal of obsolete vessels if it is
to have the potential to significantly reduce the Fleet.

MARAD is pursuing a number of alternatives for disposing of its obsolete vessels,
but because of capacity limitations, no one has the potential to significantly reduce
the backlog of vessels in a timely manner. MARAD needs to develop a plan and take
prompt action to dispose of all of its obsolete vessels.

Our statement is based on our March 10, 2000 report on the scrapping program.
We will discuss three issues today:

• The environmental threats posed by MARAD’s growing backlog of obsolete ves-
sels;

• Key factors contributing to MARAD’s inability to scrap vessels domestically; and
• The need for prompt implementation of a plan that prioritizes disposal of the

‘‘worst condition’’ vessels and identifies methods and milestones for disposing of all
obsolete vessels in the Fleet.

GROWING BACKLOG OF OBSOLETE VESSELS IS A THREAT TO THE ENVIRONMENT

MARAD currently has 114 obsolete vessels awaiting disposal. This number has
grown from 66 vessels 3 years ago. Moreover, the inventory of obsolete vessels
awaiting disposal is continuing to increase, and is expected to reach 155 by the end
of FY 2001.

MARAD maintains its vessels in the water at three locations—the James River
in Virginia; Beaumont, Texas; and Suisun Bay, California. Environmental dangers
associated with these old, deteriorating ships are increasing daily. The so-called
‘‘worst condition’’ vessels are about 50 years old and have been awaiting disposal
for 22 years on average.
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VESSELS AWAITING DISPOSAL AT SUISUN BAY RESERVE FLEET

These vessels contain hazardous materials such as polychlorinated biphenyls
(PCBs), asbestos, lead-based paint and fuel oil. Some vessels have deteriorated to
the point where a hammer can penetrate their hulls. If the oil from these vessels
were to enter the water, immediate and potentially very expensive Federal and
State action would be required. For example, MARAD spent $1.3 million on a costly
environmental cleanup because one of the ‘‘worst condition’’ vessels deteriorated to
a point where oil leaked into the water.

MARAD’S INABILITY TO SCRAP VESSELS IS ATTRIBUTABLE TO SEVERAL KEY FACTORS

Since 1995, only seven vessels have been scrapped. This represents a significant
change from 1991 through 1994 when 80 ships were sold overseas at an average
price of $433,000 per vessel. Recent sales to domestic scrappers have only yielded
between $10 and $105 per vessel.

MARAD VESSELS SCRAPPED

MARAD stopped selling vessels overseas for scrapping in 1994 due to Environ-
mental Protection Agency (EPA) restrictions. In September 1998, the Administra-
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tion placed a moratorium on all sales of vessels for scrapping overseas that re-
mained in force through October 1, 1999. MARAD has continued to refrain from ex-
porting obsolete vessels because of concerns about the environment and worker safe-
ty.

Since 1994, MARAD has been relying on the domestic ship scrapping market, but
its capacity is limited. Only four companies have passed MARAD’s technical compli-
ance review to scrap vessels. Although MARAD sold 22 vessels to these domestic
scrappers since 1995, 13 of the vessels are still in MARAD’s Fleet. Recent contractor
delays and a contractor default raise a question as to whether these vessels will be
removed by contractors from the Fleet.

The Department of the Navy experienced a similar inability to sell its combatant
vessels for domestic scrapping. In 1998, Congress authorized and appropriated fund-
ing for a pilot project allowing the Navy to pay domestic contractors to scrap vessels.
On September 29, 1999, the Navy awarded four contracts amounting to $13.3 mil-
lion for the scrapping of four vessels.

MARAD cannot compete with the Navy pilot program in the limited domestic
market because, by law, MARAD is prohibited from paying for scrapping services.
The contractor that defaulted on MARAD, is scrapping a Navy ship under the pilot
program.

MARAD NEEDS A PLAN AND PROMPT ACTION

To Dispose Of its Obsolete Vessels
While MARAD has been pursuing alternative ways to dispose of vessels, it is con-

strained by the legislative requirement to maximize financial returns. Also, the al-
ternatives MARAD is pursuing have capacity limitations and, therefore, no single
option has the potential to significantly reduce the backlog of vessels in a timely
manner. These alternatives include: coordinating with the Navy and a west coast
company on a proposal for a potential scrapping site; participating in interagency
work groups to look for innovative ways to improve the ship scrapping process; and
requesting approval from EPA to sell vessels to overseas markets.

The National Maritime Heritage Act of 1994 requires MARAD to dispose of its
obsolete vessels by the end of FY 2001, which is an extension from 1999, the origi-
nal deadline. MARAD does not have a plan to dispose of these vessels.

We recently recommended that the Maritime Administrator:
1. Seek legislative approval to obtain an extension on the disposal mandate and

eliminate the requirement to gain financial returns on vessel sales;
2. Develop a proposal seeking authority and funding to pay domestic contractors

to scrap vessels, and target the ‘‘worst condition’’ vessels for priority disposal; and
3. Continue to pursue programs to improve scrapping sales and identify alter-

native disposal methods for its obsolete vessels.
In its authorization request for FY 2001, MARAD proposed a 5-year extension ‘‘to

develop and begin implementing a plan to dispose of these vessels.’’ We do not be-
lieve it is acceptable to begin disposal within 5 years considering the condition of
some of the vessels, the environmental risks, and the costs to maintain them. In
our opinion, the legislation should require MARAD to develop a disposal plan and
substantially dispose of these vessels within 5 years. Further, MARAD needs to
identify viable disposal methods, set milestones, and target the ‘‘worst condition’’
vessels for priority disposal.

BACKGROUND

The Merchant Ship Sales Act of 1946 created the National Defense Reserve Fleet
(NDRF), a Government-owned and administered Fleet of inactive, but potentially
useful, merchant and non-military vessels to meet shipping requirements during
National emergencies. MARAD administers the Fleet, and the Department of De-
fense provides the funding to maintain the Fleet. The Federal Property and Admin-
istrative Services Act gave MARAD responsibility for disposing of all Federal Gov-
ernment merchant-type vessels of 1,500 gross tons or more. The National Maritime
Heritage Act of 1994 required MARAD to dispose of obsolete vessels in the Fleet
by September 30, 1999, in a manner that maximizes financial return to the United
States, but the Act was amended to extend the original disposal date by 2 years,
from 1999 to 2001.

As of April 30, 2000, 114 obsolete vessels were designated for disposal because
the majority of them are no longer operational. MARAD maintains the inactive ves-
sels in the water at the following locations:

• James River Reserve Fleet (JRRF) at Ft. Eustis, Virginia (61 vessels);
• Beaumont Reserve Fleet (BRF) in Beaumont, Texas (9 vessels); and
• Suisun Bay Reserve Fleet (SBRF) in Benecia, California (42 vessels).

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00097 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



94

The Coast Guard holds two vessels in Mobile, Alabama for fire fighting training.
As shown in the following chart, the average age of the 114 obsolete vessels is

48 years. These vessels have been in the Fleet for an average of 15 years.

THE NUMBER OF OBSOLETE VESSELS AWAITING DISPOSAL IS INCREASING

The number of obsolete vessels has almost doubled since 1997. MARAD expects
its inventory of obsolete vessels awaiting disposal will increase to 155 vessels by the
end of FY 2001, as shown in the following chart.

VESSELS AWAITING DISPOSAL

This projected increase is due to additional vessel transfers from the Navy, down-
grades of other NDRF vessels to obsolete status, and the inability to sell ships for
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scrap. Of the 155 vessels, 132 will be targeted for scrapping. The remaining 23 ves-
sels will be targeted for disposal through the fish reef program, use by a State or
Federal agency, or held for useful parts and equipment. However, some of these ves-
sels may be transferred into the scrapping category in future years if they cannot
be disposed of through other means.

OBSOLETE VESSELS POSE ENVIRONMENTAL RISKS

The 114 obsolete vessels currently awaiting disposal pose environmental risks be-
cause they are deteriorating, contain hazardous materials, and contain oil that could
leak into the water. These vessels are literally rotting and disintegrating as they
await disposal. Some vessels have deteriorated to a point where a hammer can pen-
etrate their hulls. They contain hazardous substances such as asbestos and solid
and liquid polychlorinated biphenyls (PCBs). If the oil from these vessels were to
enter the water, immediate and potentially very expensive Federal and state action
would be required.

In 1999, MARAD identified the 40 ‘‘worst condition’’ vessels. These vessels were
classified as ‘‘worst condition’’ due to their severe deterioration and threat to the en-
vironment. As of April 30, 2000, 3 of the 40 had been moved out of the Fleet to
domestic scrappers. As shown in the following chart, the ‘‘worst condition’’ vessels
are older and have been in the Fleet longer than the other vessels awaiting disposal.

The ‘‘worst condition’’ vessels are in particularly bad condition, and may require
additional or special maintenance. Our inspection of 11 of the original 40 ‘‘worst
condition’’ vessels revealed corrosion, thinning, and rusting of the hull; asbestos
hanging from pipes below deck; lead-based paint easily peeled from the ship; solid
PCBs (in cabling); and in some instances, remnants of liquid PCBs in electrical
equipment.
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DETERIORATING VESSEL AT JAMES RIVER RESERVE FLEET

Costs to maintain these vessels will likely increase due to their deteriorating con-
dition, leaks, and the need for additional time-sensitive maintenance. For example,
MARAD spent $1.3 million to maintain 1 of the 40 ‘‘worst condition’’ vessels over
the past 2 years. This vessel is over 35 years old, contains hazardous substances
including asbestos, and has deteriorated to the point where oil leaked into the water
requiring costly environmental clean-up. MARAD has applied over 20 patches to
leaks, removed hazardous materials, deployed containment booms, and pumped oil
out of the vessel. The vessel is disintegrating to a point where it will not be sea-
worthy much longer. Monitoring efforts for this vessel are ongoing.
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PROGRESS IN SCRAPPING VESSELS IS LIMITED

Although MARAD has sold 22 vessels since 1995, only 7 have been scrapped. Two
other vessels have been towed to scrapping sites. The remaining 13 vessels sold are
still moored in MARAD’s Fleet, requiring continued maintenance at U.S. Govern-
ment expense.

Between 1991 and 1994, MARAD sold 80 vessels overseas for scrapping at an av-
erage price of $433,000 per vessel. During the past year, vessel sales yielded be-
tween $10 and $105 per vessel. On October 25, 1999, MARAD sold three vessels for
$10 per vessel. The most recent sale was for two vessels at $105 per vessel on De-
cember 21, 1999.

LOSS OF OVERSEAS MARKETS CONTRIBUTED TO THE DECLINE IN SCRAPPING

MARAD suspended the sale of vessels to overseas scrappers in 1994 because the
EPA prohibited the export of Government-owned ships containing PCBs. In Septem-
ber 1998, an Administration moratorium halted all sales of Government-owned ves-
sels for scrapping overseas. The moratorium expired on October 1, 1999, but
MARAD has refrained from exporting vessels overseas for scrapping.

Based on a 1997 agreement between MARAD and EPA, MARAD is required to
request EPA’s approval to sell vessels to overseas contractors that can scrap them
in an environmentally compliant manner. The agreement requires MARAD to en-
sure that all liquid PCBs in transformers, capacitors, hydraulic and heat transfer
fluids and that all ‘‘readily removable’’ solid PCBs are removed prior to exporting
these vessels. This agreement also requires EPA to notify countries of import that
they will be receiving vessels and that these vessels may contain PCBs. To date,
MARAD has not requested EPA approval to sell any of its vessels awaiting disposal
to overseas scrappers. However, on April 14, 2000, the Maritime Administrator sent
a letter to the EPA requesting its assistance on developing an option for exporting
vessels for scrapping and implementation of the 1997 EPA/MARAD agreement.

LIMITED DOMESTIC CAPACITY HAMPERS PROGRESS IN SCRAPPING

Since 1995 MARAD has been relying on the domestic market, but capacity in the
domestic market is limited. In the 1970’s, there were 30 U.S. contractors in the ship
scrapping industry. Over the past 19 months, however, only four companies have
bid on MARAD’s scrapping contracts and passed MARAD’s technical compliance re-
view to scrap vessels. These four companies can only handle approximately one to
five vessels at a time, depending on the size of the scrap yard and the dimensions
of the vessel. For example, one company could only scrap two or three vessels per
year. According to industry sources, it takes approximately 4 to 6 months to com-
pletely scrap a MARAD vessel.

Additional companies are not attracted to this industry because of the low profits
currently available. Scrap steel prices in the United States are low and contractors
must comply with environmental regulations. Most of the domestic scrapping com-
pany officials we contacted indicated that the profit from scrapping vessels is not
worth the effort. At a minimum, contractors in this business must pay for the tow-
ing costs and provide $150,000 as a performance bond to secure a vessel after a con-
tract has been awarded. Contractors receive no return on a vessel until scrap metal
and the equipment removed from the vessel are sold.

Even when it has been able to sell vessels, MARAD has encountered problems
with domestic contractors. In 1999, MARAD sold 17 vessels to 3 ship scrapping com-
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panies located in Brownsville, Texas. At the time of our review, we found that only
two companies were actively scrapping ships, and only one of these companies was
currently scrapping a MARAD ship. MARAD has granted a number of extensions
to contractors, and in one instance, MARAD had to resell vessels because of contrac-
tor default. During our review, we also found that another company had not taken
possession of any vessels because of an ongoing dispute with the Port of Brownsville
regarding contamination of its scrapping site. It has since taken possession of its
vessels.

NAVY PILOT PROJECT POSES COMPETITION FOR MARAD

The Department of the Navy experienced a similar inability to sell its combatant
vessels for domestic scrapping. In 1998, Congress authorized and appropriated fund-
ing for a Navy pilot project for the disposal of obsolete warships. The Navy and
MARAD are coordinating efforts to improve ship scrapping programs, as rec-
ommended by the Interagency Panel on Ship Scrapping and the General Accounting
Office. The Navy agreed to share its findings from the pilot project with MARAD.

On September 29, 1999, the Navy awarded four cost-plus contracts totaling $13.3
million for the scrapping of four vessels under its new Pilot Ship Disposal Project.
This pilot project departs from the sales contracting process by providing for cost
plus incentive fees for scrapping the first vessels. It guarantees profitability by pro-
viding for the cost of scrapping the vessels and gives the contractor the opportunity
to earn incentive fees, which encourages and rewards superior contractor perform-
ance. If the contractors are successful in scrapping the first 4 vessels, they will be
given the opportunity to scrap more vessels, potentially leading to the disposal of
66 warships.

One of these contractors was also under contract with MARAD to scrap its ves-
sels. The company completed scrapping four MARAD vessels during 1998 and 1999;
however, it defaulted on a contract for another five MARAD vessels in August 1999.

MARAD cannot compete with the Navy’s pilot project while it is required by law
to maximize financial return on its vessels. If MARAD were authorized to imple-
ment such a project, it could cost as much as $515 million to dispose of the obsolete
vessels that MARAD expects to have by the end of FY 2001.

ALTERNATIVES OFFER POTENTIAL BUT HAVE LIMITATIONS

While MARAD has been pursuing ways to improve scrapping sales, its ability to
explore creative solutions for disposing of vessels is constrained by the requirement
to maximize financial returns. Also, the alternatives MARAD is pursuing have ca-
pacity limitations, so no one single option has the potential to significantly reduce
the backlog of vessels awaiting disposal in a timely manner. We have identified ad-
ditional alternatives that MARAD has not pursued that may have the potential to
contribute to the goal of disposing of obsolete vessels.

Programs to improve scrapping sales and alternatives MARAD is pursuing in-
clude: coordination with the Navy and a west coast company on a proposal for a
potential scrapping site; participation in interagency work groups to look for innova-
tive ways to improve the ship scrapping process and establish consistent procedures;
donation of vessels designated for disposal for uses such as museums and the fish
reef program, given legislative or executive approval; and coordination with the
Navy on its program to sink vessels in deep water after hazardous materials are
removed.

MARAD may be able to explore alternatives that have the potential to assist in
disposing of some of its vessels such as: selling vessels to other countries for non-
military uses, given legislative approval and approval from the EPA to sell vessels
to overseas markets that are capable of scrapping them in an environmentally com-
pliant manner.

According to MARAD, selling vessels overseas for non-military uses would require
a change in the law that only allows MARAD to sell vessels for disposal or non-
transportation use. However, legislation was passed in 1996 for four vessels to be
sold on a competitive basis for operational use. One vessel was sold in 1999 and bids
on two vessels are currently under review. The fourth vessel requires an EPA ap-
proval, which MARAD requested April 1999.

On April 14, 2000, MARAD sent a memorandum to EPA requesting its assistance
in facilitating an export option for scrapping based on the 1997 EPA/MARAD agree-
ment. MARAD also said it would contact the EPA staff to discuss recommendations
made by the Interagency Panel on Ship Scrapping.
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1 Report on the Program for Scrapping Obsolete Vessels, MARAD, March 10, 2000.

DISPOSAL PLAN AND PROMPT ACTION ARE NEEDED

The National Maritime Heritage Act of 1994 requires MARAD to dispose of its
obsolete vessels by the end of FY 2001, which is an extension from 1999, the origi-
nal deadline. MARAD does not have a plan to dispose of these vessels.

In our March 10, 2000 audit report, MA–2000–067 1, we recommended that the
Maritime Administrator:

1. Seek legislative approval to extend the 2001 mandate to dispose of obsolete ves-
sels and to eliminate the requirement that MARAD maximize financial returns on
the sale of its obsolete vessels.

2. Continue to pursue programs to improve scrapping sales and identify alter-
native disposal methods that can contribute to the goal of reducing the number of
obsolete vessels awaiting disposal, to include working with the Navy on the results
of its studies on the environmental impact of sunken vessels.

3. Develop a proposal for submission to Congress seeking approval and funding
for a project to pay contractors for vessel scrapping. The proposal should include a
plan to target the ‘‘worst condition’’ vessels first, identify funding and staffing re-
quirements, and provide milestone dates to dispose of all obsolete vessels.

MARAD concurred with our recommendations. In its FY 2001 authorization re-
quest, MARAD proposed a ‘‘five year extension [in the deadline that] will provide
MARAD with additional time to develop and begin implementing a plan to dispose
of these vessels.’’ Considering the condition of some of the vessels, the environ-
mental risks, and the costs to maintain them, we find the MARAD proposal unac-
ceptable. MARAD must develop and implement a disposal plan for its obsolete ves-
sels once legislative approval is obtained for an extension.

As a part of its disposal plan, MARAD must state specific milestones and steps
it will take to scrap its obsolete vessels within the next 5 years. The plan must state
how MARAD proposes to dispose of these vessels taking into consideration all the
available options. MARAD must identify viable disposal methods, and target the
‘‘worst condition’’ vessels for priority disposal.

Mr. Chairman, this concludes our statement. I would be pleased to answer any
questions.

Chairman SUNUNU. Mr. Graykowski.

STATEMENT OF JOHN E. GRAYKOWSKI
Mr. GRAYKOWSKI. Thank you, Mr. Chairman. And thank you,

members of the Task Force, for the opportunity today to appear be-
fore you to talk about what we consider to be a serious and a grow-
ing problem with national significance.

By way of background, I am John Graykowski and I am cur-
rently the Acting Administrator of the Maritime Administration,
which is a modal administration within the Department of Trans-
portation. MARAD is a small Federal agency with a large portfolio
of responsibilities generally focused on the promotion, enhance-
ment, and strengthening of the U.S. maritime industries, consist-
ing of vessel owners, maritime labor, our shipyards and our ports.

MARAD performs these duties in direct support of U.S. national
and economic security objectives, one of which is to maintain a
commercial sealift capability and shipyard capacity to be made
available to the Department of Defense in times of war, national
emergency, or under Presidential directive. In effect, MARAD
serves as a bridge between the national defense apparatus of the
country and the commercial maritime assets which are critical to
support national needs.

I note the attendance today of one of our major partners in our
effort to support the United States maritime industry, Vice Admi-
ral Amerault, who will, I am certain, concur that our current de-
fense posture relies heavily on the commercial maritime industry
to maintain its readiness and response capabilities.
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Mr. Chairman and Members of the Task Force, it is precisely
this partnership with the Department of Defense that has created
the situation we have today, where a civilian agency, MARAD, has
control and title to a large fleet of obsolete ships around the coun-
try.

I have submitted written testimony and I will thus simply sum-
marize a few points:

One, the problem is ours, the Federal Government’s problem. It
is our responsibility to fix it. No matter how hard one might try
to look at it differently, these are government ships, they are stored
and maintained by the government and required by law to be dis-
posed of properly by the government.

Secondly, the problem will not go away on its own. Indeed this
problem grows larger with each passing day, both in terms of the
increasing number of ships that need to be scrapped and in the
simple and inescapable fact that like all of us, ships get old, steel
wastes, and structural integrity degrades. We simply cannot ignore
it. We can’t pretend it doesn’t exist and we can’t simply persist in
holding our collective breaths each time there is a storm near one
of these fleets or in the calm of the night that something, quote,
‘‘bad’’ might happen.

We are paying considerable amounts of money now, as the Chair-
man noted, and that amount of expenditure will continue to grow.
For example, we spent around $3 million last year just to take care
of this fleet. We anticipate spending perhaps five times that in the
next couple of years unless we resume scrapping operations.

As the Chairman referred to and wanted me to speak to, last
year with that ship right there, the Export Challenger which is
some 40 years old, we and the taxpayers spent $1.3 million to
pump out some oil, to fix it up and return it to site in the James
River where she sits today. And this, Mr. Chairman, and all of you,
as all of us who are responsible for managing the taxpayers’ re-
sources, it is very hard to justify that type of expenditure but it is
not going to stop with the Export Challenger.

We are going to begin, and it is no secret to Admiral Amerault
or anybody familiar with this program, we are going to begin dry
docking these ships, ships such as the Export Challenger. Their av-
erage age is 48 years old. That is older than me, I think it is older
than the Chairman and older than others here, at the cost of
$900,000 apiece minimum, because we don’t know what it is going
to take once they are in the dry dock to fix them up.

We will have 155 ships under our control at MARAD by the end
of 2001. Anyone here can do the math and see that it will cost this
country hundreds of millions of dollars in the next decade. And
what do we end up with? Exactly what we have today—155 ships
sitting in the James River, Beaumont, Texas, and Suisun Bay—un-
less we resume scrapping.

How we got here has been chronicled in my written testimony.
Admiral Amerault will speak to it. Tom Howard just spoke to it.
I am not going to repeat it. I will say, however, that there have
been a series of decisions taken within our government that have
resulted in the current impasse, decisions that were well founded
in intention and desire but which did not address the fundamental
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and again inescapable fact that something has to be done with
these vessels.

In a sense, I think that we have substituted in the last 7 years
an appearance of action on this problem for real action while the
infinite patience of time continues to take its toll on our vessels.
But I would caution all of us against leveling recriminations
against any of the agencies or people who have been involved in
this matter, since that would, I believe, undermine our common
purpose and desire to eliminate these ships as fast as possible and
in the most responsible fashion we can.

Mr. Chairman and members of the Task Force, my agency
MARAD is forbidden by law to do anything other than sell these
ships. We did it for quite a number of years and very successfully
and yielded a lot of money that was used to offset our need for ap-
propriations. But because of this situation, MARAD has not taken
any of the actions that might be necessary to inventory the fleet
for both the hazardous materials that might exist and to estimate
possible recoveries from the sale of metals from the ships. To do
that would require a huge amount of money and a devotion of staff
resources that we simply don’t have at this time.

However, let me stress, if the statutory mandate is changed, and
MARAD is given the authority to pay for scrap vessels domesti-
cally, MARAD is fully prepared, equipped and, I would submit em-
phatically, the right agency for the job. We are already charged by
DOD for these, to take care of these vessels and to keep the ready
reserve force ready to fight, and we do that in an outstanding fash-
ion. We know these vessels, we know the shipyards that might be
willing to participate in a program, and indeed we have a very
strong and vibrant relationship with those shipyards that is in all
senses a commercial partnership by virtue of the other programs
MARAD implements. Thus I am confident that if directed by Con-
gress, we, MARAD could establish a program that yields the best
value to the government. We have proved that elsewhere and I am
confident we would do it here.

Finally, Mr. Chairman, members of the Task Force, we all need
to remove the extensive mystery about ship disposal—and I men-
tioned this to you yesterday—the mystery which leads to imposing
regulations and treating this situation different from disposal situ-
ations elsewhere.

A ship is nothing more in a sense than a building. It differs be-
cause it floats, but it is a building. Fifty years ago, just as buildings
were made using materials such as asbestos and PCBs, so are
ships. But the problems are the same, the challenge is identical,
and the technical responses to that need to be much different,
whether it is a ship or a building. We have those resources, we
have that capability, and we have the ability to take care of the
problem.

I thank you for your interest, look forward to working with you,
and again this is a long overdue opportunity.

Chairman SUNUNU. Thank you very much Mr. Graykowski.
[The prepared statement of John Graykowski follows:]
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1 All references to tonnage in this statement are to lightship displacement tonnage. Lightship
displacement tonnage refers to the actual weight of the ship.

PREPARED STATEMENT OF JOHN E. GRAYKOWSKI, ACTING MARITIME ADMINISTRATOR,
U.S. DEPARTMENT OF TRANSPORTATION

Good morning Mr. Chairman and Members of the Task Force. I welcome the op-
portunity to be here today to discuss an issue of great importance to the Maritime
Administration (MARAD)—the disposal of obsolete government vessels. As you
know, the Federal Property and Administrative Procedures Act of 1949 designates
MARAD as the Government’s disposal agent for merchant type vessels of 1,500
gross tons or more. Thus, in addition to MARAD’s own National Defense Reserve
Fleet (NDRF) obligations, the agency has taken title to over 40 merchant type Navy
ships for disposal in the last 2 years.

Currently, there are 114 vessels slated for scrapping moored at the James River
Reserve Fleet in Ft. Eustis, Virginia; Beaumont Reserve Fleet in Beaumont, Texas;
and Suisun Bay Reserve Fleet in Benecia, California. This number is expected to
grow to 155 by the end of Fiscal Year 2001 if additional vessels are not disposed
of. MARAD is committed to finding an appropriate means of scrapping these vessels
safely, economically and in an environmentally sound manner.

Under the National Maritime Heritage Act of 1994, MARAD is required to dispose
of obsolete NDRF vessels by September 30, 2001, in a manner that maximizes fi-
nancial return to the United States. Fifty percent of the amounts received from
scrapping are to be used by the Maritime Administrator for the acquisition, mainte-
nance, repair, reconditioning or improvement of NDRF vessels. Twenty-five percent
is to be used for expenses incurred by the State or Federal maritime academies for
facility and training ship maintenance, repair, modernization and the purchase of
simulators and fuel; the remaining 25 percent is to be made available to the Sec-
retary of Interior for maritime heritage grants.

Historically, MARAD’s primary means of disposing of obsolete vessels has been
to sell them for scrapping. From 1987 to 1994, MARAD sold approximately 130 ob-
solete vessels for scrapping overseas. During that period the agency received an av-
erage of $108 per ton for those ships.1 Since an average ship in the NDRF weighs
approximately 6,000 tons, the gross returns for scrapping such a ship overseas have
been about $600,000.

Since 1995, MARAD has not scrapped any vessels overseas due to concerns raised
by the Environmental Protection Agency (EPA) about the export of hazardous sub-
stances. Specifically, the EPA advised MARAD of its position that the export of a
Government ship for scrapping was the equivalent of distributing in commerce regu-
lated quantities of Polychlorinated Biphenyls (PCBs) under the Toxic Substances
Control Act (TSCA). In November 1995, EPA issued a discretionary enforcement let-
ter to MARAD allowing the export of two ships for scrapping once all PCBs had
been removed. That procedure was unworkable since the removal of all PCBs could
have compromised the watertight integrity of the ships.

In 1997, MARAD and the EPA signed an agreement allowing foreign ship disposal
after removal of liquid PCBs and readily removable solid PCBs. Prior to implemen-
tation of the export agreement, however, the Department of Defense formed an
Interagency Panel on Ship Scrapping to review the process for scrapping Govern-
ment vessels. Thus, in January 1998, MARAD agreed to continue to refrain from
selling any vessels for scrapping abroad until the Panel had completed its review.
Additionally, in the fall of 1998, an executive memorandum requested that MARAD
and the Department of Defense observe a moratorium until October 1, 1999, on the
export of obsolete vessels to be scrapped, to ensure that the Panel’s recommenda-
tions were fully considered. MARAD complied with this request.

The Interagency Panel, composed of representatives from DOD, the EPA, the Oc-
cupational Safety and Health Administration (OSHA), the Department of State, the
Department of Justice, the U.S. Coast Guard and MARAD reviewed the process and
procedures for scrapping ships. The Panel made recommendations regarding eco-
nomic soundness and environmental and worker safety. It also concluded that all
options for ship scrapping, including overseas scrapping, should remain open.

With regard to exports, the Panel made a number of recommendations—such as
expansion of the notification process to importing countries regarding the presence
of hazardous materials, and the requirement for bidders to submit a technical com-
pliance plan—which could be incorporated into the process relatively quickly. Never-
theless, developing meaningful technical assistance, and determining how to enforce
contractual requirements and monitor contractual performance overseas could take
significant time and resources to implement.
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Since 1996, MARAD has been exploring the domestic ship scrapping market. The
agency has revised its solicitation process for domestic sales, incorporating environ-
mental and safety issues as part of the award. A bidder is required to submit a tech-
nical compliance plan including environmental, worker health and safety, business,
and operational plans that describe the bidder’s knowledge and ability to address
the problems inherent in ship scrapping. Following a review of the bidder’s technical
compliance plan, its compliance history and a site visit, MARAD awards vessels to
qualified bidders on the basis of price. During the scrapping process, MARAD also
conducts both announced and unannounced visits to the scrapping site to monitor
the contractor’s compliance with the sales contract.

Unfortunately, the capacity of the domestic market for buying and scrapping obso-
lete MARAD ships is limited, and the drop in the price of scrap steel has eroded
the profitability of existing scrappers. Moreover, only four bidders have satisfied the
requirements of MARAD’s technical review since 1997, and only 9 of the 22 ships
sold domestically during that time have been removed from the fleet sites. Three
of these vessels were sold for $10.00 each. One sales contract for five vessels was
terminated last year because the purchaser did not take possession of the vessels.
We are likely to continue facing a backlog given the number of ships waiting to be
scrapped.

You may be aware that about 40 NDRF vessels are in extremely poor condition.
Time is critical in this effort. The cost to the Department of Defense of maintaining
each NDRF vessel is approximately $20,000 per year. However, as obsolete vessels
in the NDRF continue to deteriorate, the costs of upkeep will rise. For example, the
Export Challenger, a vessel in the James River Virginia Reserve Fleet, experienced
a relatively minor release of oil in 1998. Due to the deteriorated condition of the
hull, the remainder of the oil aboard needed to be removed. The combined cost of
clean up and removal of oil from the vessel was $1.3 million. The cost of dry-docking
a vessel in order to prevent it from sinking is estimated to be about $900,000 per
ship. MARAD expects to begin dry-docking 16 obsolete vessels in poor condition per
year beginning in fiscal year 2002 in order to avoid environmental problems. In the
meantime, these ships are monitored closely by MARAD to prevent sinking or a haz-
ardous discharge.

We are fully committed to working with Congress to find a swift and appropriate
solution for scrapping obsolete NDRF vessels. MARAD’s authorization proposal for
fiscal year 2001 contains a provision that would extend the deadline for the disposal
of obsolete NDRF vessels from 2001 to 2006. During this period, MARAD intends
to develop and implement a program to scrap these vessels safely, economically and
in an environmentally sound manner.

In addition, Maritime Administrator Clyde J. Hart, Jr. recently wrote to Carol
Browner, Administrator of the EPA, seeking to explore the possibility of resuming
exports in a manner consistent with the prior agreement negotiated between EPA
and MARAD. Although we have not yet received a response to our inquiry, we do
not believe that this option has been foreclosed.

Mr. Chairman and Members of the Task Force, we appreciate the concern that
you have shown in this area and want to assure you that we are working diligently
to resolve the matter as soon as possible. This concludes my statement. I would be
happy to answer any questions you may have.

Chairman SUNUNU. Admiral.

STATEMENT OF VICE ADM. JAMES F. AMERAULT

Vice Adm. AMERAULT. Good morning, Mr. Chairman, and distin-
guished members of the Task Force. I am very pleased to appear
before you today to discuss the Navy’s approach to reducing our
own inventory of excess ships. With your permission, I would like
to submit my prepared statement for the record but take a few
minutes here to give you a shortened summary version.

Chairman SUNUNU. Without objection.
Vice Adm. AMERAULT. Thank you sir. The Navy’s Inactive Fleet

has 57 ships designated for scrapping. The decision to scrap a Navy
ship is made only after carefully evaluating all other options, and
these include several such as retention as a mobilization asset, sale
to allied Nations under the foreign military sales program, use as
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a war memorial or historical museum, use for training, or use as
a weapons development asset.

The Navy’s primary interest is to dispose of all of our excess
ships in a manner that is environmentally sound, economically
neutral, and worthy of the proud service that these ships have per-
formed for this Nation.

Historically, the scrapping rights to our ships have been sold to
domestic shipbreakers, very much like what has gone on in the
MARAD fleet. More recently, environmental concerns, worker safe-
ty, and changing economic conditions have impacted the methods
and locations available to scrap our ships. Up until the mid-1990’s,
domestic shipbreakers were willing to pay for the rights to scrap
Navy ships because the value of metal and other equipment in the
ships offset their costs and provided a profit. This, of course,
matched our goals and reinforced our expectation that Navy ships
could be scrapped at no cost to the Navy. However, since 1996
eight scrapping contracts have defaulted, causing the Navy to ex-
pend over $12 million to return 28 ships to a safe storage condition.
So within Navy we faced a dilemma: A backlog of ships to be
scrapped was growing but there was no domestic market in which
scrapping could be accomplished at no cost.

Consequently, we began in 1997 to work with EPA to determine
the conditions under which scrapping might be accomplished over-
seas. In 1998 increased interest by the Congress and the public re-
sulted in both the Vice Presidential and Secretary of the Navy mor-
atorium on overseas scrapping. At the same time, the Under Sec-
retary of Defense for Acquisition and Technology created an inter-
agency panel to explore the problems and solutions to disposing of
excess Navy and MARAD ships. The panel recommended that the
Navy conduct a pilot program to determine the conditions under
which domestic scrapping could be made feasible.

Consistent with this recommendation the Navy developed a ship
disposal project with a pilot phase that was designed to qualify and
quantify the technical scope and costs associated with ship scrap-
ping. That pilot phase is currently underway. The goals of this
project are:

1. To document all processes, costs, revenues and hazardous ma-
terials generation while demonstrating an environmentally sound
and cost-effective method for dismantling ships;

2. To minimize the Navy’s net cost of ship disposal by realizing
a fiscal return on scrap metal and other equipment sales; and

3. Develop a viable domestic capability to scrap additional ships
from the Navy’s inventory after the pilot phase is completed.

A significant feature of the ship disposal project is that the Navy,
not the shipbreaker, assumes the risks associated with the vagaries
of the scrap metal market and equipment resale. The shipbreaker’s
profit is set in terms of the contract. Proceeds generated by the sale
of scrap metals in excess equipment are then credited against the
cost of the contract.

It is by decoupling this volatile scrap market from the contrac-
tor’s profit or loss that a contractor can establish a stable economic
model within which scrapping processes can be optimized, and
hopefully that is our solution to defaulting contracts.
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In September 1999 we awarded four indefinite delivery/ indefi-
nite quantity contracts for the pilot phase. The initial task order
under each of these contract is to dispose of one ship—and all
ships, by the way, all four are exactly the same type and model of
ship—to dispose of one ship under a cost plus incentive fee struc-
ture. Progress to date has been satisfactory. The data concerning
the processes utilized and the cost revenue stream is being col-
lected but has not yet been completely evaluated. The last of the
four ships should be completely dismantled and all materials recy-
cled in the fall of this year.

It became obvious to us during the initial performance of these
task orders that much of the contract cost was attributable to proc-
ess start-up of an infrastructure facilitation required for the dis-
mantling process to provide further insight into the true cost of
shipbreaking. Two additional task orders were awarded under the
pilot phase on May 24th of this year under a fixed price incentive
structure.

Task order awards after the pilot phase will be made following
careful examination of the data collected and dependent upon the
availability of Navy funding.

The Navy has also worked with MARAD on the ship disposal
problem for several years. Through group participation in several
joint agency working groups, we have shared our technical and
process information. We will continue our open dialogue and pro-
vide the ship disposal project data when it is completely available
to MARAD.

In summary, the Navy is committed to dismantling our excess
ships in a way that is environmentally sound, publicly acceptable,
and advantageous to the Navy and the government. The ship dis-
posal project assists in accomplishing these goals while providing
empirical data on the processes and costs associated with domestic
ship scrapping in an environmentally safe way.

Mr. Chairman and member of the Task Force, this concludes my
remarks. Thank you for your interest in the program. I would be
happy to answer questions that you may have.

Chairman SUNUNU. Thank you, Admiral.
[The prepared statement of Vice Adm. James Amerault follows:]

PREPARED STATEMENT OF VICE ADM. JAMES F. AMERAULT, DEPUTY CHIEF OF NAVAL
OPERATIONS (LOGISTICS)

Mr. Chairman and distinguished members of the panel, thank you for the oppor-
tunity to appear before you to discuss the Navy’s approach to reducing our inventory
of excess ships and how we are working with the Maritime Administration on this
problem. We sincerely appreciate your interest in our program and processes.

Before going further, I would like to note for the committee that I have not in-
cluded in my testimony any discussion of our process for disposing of nuclear pow-
ered warships. This is because that work is accomplished exclusively in our public
shipyards and is subject to requirements more stringent than those necessary to dis-
pose of non-nuclear powered ships.

I also wish to point out that Navy warships may present a more complex disman-
tling challenge than traditional merchant ships due to two facts. First, our warships
are constructed to maintain mission capability despite battle damage; and second,
they have a high density in terms of equipment and compartments.

The Navy’s interest is to dispose of our excess ships in a manner that is environ-
mentally sound, economically neutral and worthy of the proud service they have
performed for this nation.

Let me now briefly explain the process we use to determine the manner in which
we dispose of our conventionally powered ships. After a careful evaluation, the Chief
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of Naval Operations may declare a ship to be ‘‘excess’’ to the current operational
needs of the Navy. The next step is to determine if the ship is required as a Mobili-
zation Asset. If the ship is needed, it is placed in a state of preservation such that
it can be reactivated and returned to active service.

If the ship is not needed as a Mobilization Asset, then it is made available for
sale or lease to an allied Navy under the Foreign Military Sale/Lease program.

If the ship is not a candidate for lease, it is stricken from the Naval Vessel Reg-
ister and may then be designated for transfer to a nonprofit organization for display
as a historical memorial or museum. The requirements and mechanics of these
transfers are governed by statute.

If not designated as a potential historical museum or memorial, the ship may be
made available for Navy fleet weapons training or developmental testing of weapon
systems. If used in this manner, the ship is usually sunk as a result of the training
or testing. Therefore, prior to conducting the training or testing the ship is prepared
in accordance with requirements set forth by the Environmental Protection Agency.

The ship may also be held as a logistics support asset to fill requests by active
ships for parts or equipment that are no longer manufactured or stocked.

If the ship is not disposed of or held for any of the aforementioned purposes and
it is a merchant type ship, then it must be transferred to the Maritime Administra-
tion (MARAD) in accordance with Federal Property and Administrative Services Act
of 1949. Navy ships transferred to MARAD supplement the National Defense Re-
serve Fleet.

If it is not practical to use the ship in any of the ways I have mentioned, then
the ship is designated for scrapping.

Ships that are declared to be in excess and are awaiting final disposition enter
the Navy’s Inactive Fleet. Today the Navy Inactive Fleet has 144 ships in its inven-
tory, 28 of which are being prepared for transfer to MARAD, and 57 of which are
designated for scrapping. The average age of the ships waiting scrapping is approxi-
mately 37 years and they have been out of active Navy service for an average of
7 years.

The traditional method the Navy used to scrap conventionally powered ships was
to engage the Defense Reutilization and Marketing Service (DRMS) as a Govern-
ment sales agent to sell the scrapping rights to a domestic shipbreaker. Proceeds
from the sale of these rights were deposited with the United States Treasury, not
the Navy. The shipbreaker’s profitability was solely a function of his costs and the
price of scrap metals on the open market.

No matter where the shipbreaking is accomplished, the ‘‘Title’’ to the ship remains
with the Navy until the ship is deemed by the Navy to no longer be a ship. This
generally occurs when the hull is no longer floatable. I think it is important to note
that while the Navy holds the title it is the Navy that is presumed to be responsible
for the disposition of the ship, even if the shipbreaker defaults on the contract.

Until 1996, DRMS awarded scrapping rights principally to the highest bidder. As
scrap metal prices began fluctuating in the mid-nineties, these shipbreakers experi-
enced fiscal difficulties leading in many instances to contract defaults.

In 1996, seeking to address the problem of contract defaults, DRMS initiated
changes to improve the selection process for scrapping contractors. A two-step proc-
ess was instituted that included an evaluation of the contractor’s technical plans fol-
lowed by an invitation to bid. Oversight at the contractor’s facility was increased.

Under the old sales to the highest bidder process, eight scrapping sales contracts
were defaulted and five sales contracts were completed between 1996 and 1999. The
Navy has expended approximately $12 million since 1996 to return 28 of the ships
from the eight defaulted contracts to a safe storage condition. Under the new two-
step sales process, only two contracts have been awarded. One contract has been
satisfactorily completed and contract default procedures have been initiated on the
second contract. The contractor being defaulted has informed DRMS that it does not
intend to pick up the eight remaining ships under this two step sales contract be-
cause the company will lose money.

Since the domestic scrapping industry was not meeting the needs of the Navy, the
Navy entered into an agreement with the Environmental Protection Agency (EPA)
in 1997 that identified the conditions under which EPA would exercise enforcement
discretion against the Navy for exporting vessels that may contain regulated levels
of PCBs for disposal.

At about that same time, Congress and the media increased their interest in both
the environmental and safety concerns associated with ship scrapping. Overseas
scrapping came under scrutiny; and some foreign scrappers were identified as not
adhering to procedures that protected the environment and their workforce, espe-
cially when compared to the standards required in the United States. In response,
on 19 December 1997, the Secretary of the Navy (SECNAV) suspended all initia-
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tives to explore overseas ship scrapping. In addition, congressional hearings on ship
scrapping were conducted in March 1998 and June 1998.

As a result of public and congressional interest, the Under Secretary of Defense
(Acquisition and Technology) established the Interagency Ship Scrapping Panel on
24 December 1997. The panel was charged to review Navy and MARAD scrapping
programs and investigate ways to ensure that Navy ships are scrapped in an envi-
ronmentally sound, economically feasible and occupationally safe manner.

The panel issued its report in April 1998. One of its recommendations was that
the Navy carry out a pilot project to quantify the scope and costs associated with
ship scrapping in private industry. This pilot project would also serve as a vehicle
for gathering information to improve the ship scrapping process.

On 23 September 1998, Vice President Gore requested both Navy and MARAD to
observe a moratorium on efforts to award contracts or transfer vessels for scrapping
overseas. This moratorium expired on 2 October 1999; however, Navy continues to
operate under the previously mentioned SECNAV suspension.

Consistent with the panel’s recommendation, the Navy initiated the Ship Disposal
Project (SDP) in 1999 with three goals in mind. These are:

1. Document all processes, costs, revenues, and hazardous material generation
while demonstrating an environmentally sound and cost effective method for dis-
mantling ships;

2. Minimize the Navy’s net cost of ship disposal by realizing a fiscal return on
scrap metal and equipment sales; and

3. Develop a viable domestic capability to scrap additional ships from the Navy’s
inventory after a pilot phase is completed.

The Ship Disposal Project is structured in two parts. The first part, referred to
as the ‘‘pilot,’’ is underway and is intended to gain insight into the process and costs
of scrapping warships. Navy will gather all revenue and expense data, document
quantities and locations of hazardous waste that are generated during the scrapping
process, and develop cost models for future decision making. The domestic
shipbreaker is required to maximize the value (within a specified time period) of the
recyclable equipment and scrap metal and sell these items as an offset to the Navy
costs incurred under the contract. Part Two of our Ship Disposal Project is to award
additional ships to one or more of these same shipbreakers as funds are available.

A significant feature of our Ship Disposal Project is that the Navy, not the
shipbreaker, assumes the risk associated with vagaries of the scrap metal market
and equipment resale. The shipbreaker’s profit is set in the terms of the contract
(i.e., cost contract or fixed price contract). Any proceeds realized from the sale of
scrap metal or equipment are used to offset Navy contract costs. With this decou-
pling mechanism in place the contractor can establish a profitable economic model
to optimize scrapping processes. The contractor is paid for the services he provides.
The SDP also features a performance incentive for effective environmental and safe-
ty programs.

The Navy’s Supervisor of Shipbuilding, Conversion, and Repair (SUPSHIP) per-
forms oversight and contract administration for the SDP. This allows the contrac-
tors to benefit from the Navy’s ship repair experience and further facilitates the ex-
change of information between the Navy and the contractor.

Prior to a ship arriving at a contractor’s facility for scrapping, the Navy accom-
plishes some environmental remediation of the vessel. Nearly all hazardous waste
and some other hazardous materials are removed from the ship. The Navy also per-
forms limited sampling on each vessel to identify the existence and location of other
hazardous materials.

On 29 September 1999, Navy awarded four Indefinite Delivery/Indefinite Quan-
tity (IDIQ) contracts under Phase One of the Ship Disposal Project (i.e., the pilot
phase). The initial task order under each of these contracts is to dispose of one ship
under a Cost Plus Incentive Fee structure. Progress to date by the four domestic
contractors has been satisfactory. Data concerning the processes utilized and cost/
revenue stream are being collected but have not yet been evaluated. The last of the
four originally awarded ships should be completely dismantled and all materials re-
cycled in the fall of this year.

Two additional task orders were awarded under the pilot portion of the SDP to
provide the Navy with further insight into shipbreaker’s start-up costs. These addi-
tional task orders were offered under a Fixed Price Incentive structure to provide
additional encouragement to reduce dismantling costs.

Decisions concerning Phase Two task order awards will be made after careful
evaluation of the data collected during the pilot phase and are dependent on the
availability of funding.

The Navy has worked with MARAD on the ship disposal problem for several
years. Through participation in several joint agency working groups, we have shared
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our technical and process information. We will continue our open dialogue and pro-
vide the Ship Disposal Project data when it is available.

In summary, our Ship Disposal Project is pursuing the goal of dismantling our
excess ships in a manner that is environmentally friendly, publicly acceptable, and
advantageous to the Navy. The backlog of ships awaiting disposal presents an in-
creasing burden on the Navy’s resources and could present an environmental con-
cern as they continue to age. We are committed to eliminating our backlog and
avoiding any environmental risks. The Ship Disposal Project assists in accomplish-
ing these goals while providing empirical data on the processes and costs associated
with domestic ship scrapping. In addition, we continue to look for and study other
disposal methods that may contribute to further reducing our backlog and our costs.

Mr. Chairman and members of the Committee, I thank you for your interest in
our program and the opportunity to tell you about the Navy’s ship disposal goals
and programs. I will be pleased to respond to any questions.

Chairman SUNUNU. Let me begin the questioning with Mr.
Graykowski. I think you have touched on this in your remarks but
I want to be clear as to exactly what the problem is. Why hasn’t
MARAD at least put together a plan for disposing of obsolete ves-
sels during the period where you have received an extension on dis-
posal, a temporary one, from 1999 to 2001? What has kept you at
least from putting together a strategic plan outlining how this
might be accomplished?

Mr. GRAYKOWSKI. Well, as I mentioned in my opening statement,
Mr. Chairman, first and foremost, we don’t have any authority be-
yond selling the ships at a cost which generates a positive cash
flow to the government and we have endeavored to do that. We
have had a number of offerings of ships which you know have been
taken at low prices and the ships never get picked up. We had one
instance of contractor default.

So in one sense we have been sort of struggling to take the pro-
gram into a domestic context. In 1993 we had run an export pro-
gram for years generating tremendous amounts of money. We
didn’t have that much familiarity with domestic scrapping and
there were constraints which, frankly, resulted in a lot of conflict-
ing signals, I think, among various agencies as to how we were
going to solve this problem. So MARAD tried to respond that way.
We have never really explored or had the opportunity to explore
with the Navy with respect to a pilot project but I don’t think it
is fair to say——

Chairman SUNUNU. Do you have any legislative mandate to de-
velop such a plan?

Mr. GRAYKOWSKI. No, we do not have a legislative mandate to
develop any plans.

Chairman SUNUNU. Do you think it is, despite the fact that you
don’t have a plan in place now, do you think that we really can af-
ford to wait 5 years before we begin the disposal process? I was
struck by the request by the administration to move that date back
5 years and that the disposal process would have been required to
begin then. That would seem to be far too much time, given the
condition of the vessels. Would you agree with that?

Mr. GRAYKOWSKI. I think that the perception that was created by
the legislation was that we were going to somehow take all 5 years,
and then at the end of 60 months we are going to sort of start
doing what we came up with to do; and I think that a fairer assess-
ment is give us a reasonable amount of time. We could have, I
think, done what we did several years ago, which was asked for 2
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years, knowing that that was unrealistic, from our perspective. The
60 months was an outside date.

I don’t think in our hearts and minds at MARAD it was going
to take that long or be that long and, quite frankly, looking at the
development of the interest level within the Congress, both House
and Senate, I think it is going to be overtaken by events. I am con-
fident there is going to be some action and directives from the Con-
gress which will both shorten the time and increase the pace of ac-
tivity.

Chairman SUNUNU. I would tend to agree and very much hope
that it is overtaken by proactive events rather than defensive
events. And to that point, could you talk a little bit more about the
problems associated with the Challenger? Was it a single leak, a
single fracture, or a series of problems? And again, could you sum-
marize the total cost associated with that one vessel?

Mr. GRAYKOWSKI. I will do that, Mr. Chairman, and I will also—
I would like to submit a better answer for the record.

All of these ships, or many of them, have pockets of oil, I mean,
for want of a better term. In some cases there are 1,000 barrels
and in other cases 20 barrels. But we have surveyed 40 ships and
I think I came up with a ballpark figure of some 40,000 barrels of
oil that are scattered around the country, which would cause a
problem in anybody’s district, anybody’s river.

On the Challenger there were small leaks and the Coast Guard
notified us, as I recall, and I may be wrong on this, that this was
a problem. And we had to boom it by putting containment booms
around her, and were sort of—‘‘directed’’ is too strong a word—en-
couraged and supported by the Coast Guard to sort of remediate
the potential for additional oil to leak and this is oil deep in tanks.
The ships are just laid up in some cases.

Chairman SUNUNU. Are you unable to pump it?
Mr. GRAYKOWSKI. Yeah. You have got to see it to believe it. In

some cases, this is bunker oil, if any of you are familiar with the
thick, heavy, sludgy stuff which over the years hardens into tar-
like road tar. So just the process of peeling open the tanks and
heating up the oil, if you will, to the point where you can pump
is extensive and a very arduous process. So that is what we went
through on her, to the cost of $1.3 million.

Chairman SUNUNU. All of the effort was done while it was still
on the water?

Mr. GRAYKOWSKI. Yes, sir. She still remains there, and indeed we
spent some more money down at the James River when Hurricane
Floyd came through and we were very concerned. That was the ref-
erence I made there, additional funds we didn’t anticipate having
to spend.

Chairman SUNUNU. How many of the vessels, approximately, of
the 40 worst-condition vessels are at or near the condition of the
Export Challenger?

Mr. GRAYKOWSKI. We have triaged it or identified sort of a prior-
ity list and we have got sort of—not a new term—but the ‘‘dirty
dozen.’’ There are 12 ships that really, Mr. Chairman, are—Export
Challenger, she is our poster child, but she has a lot of siblings.
And so I say there are 12 that really are approaching the condition
of the Export Challenger.
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Chairman SUNUNU. Was it ever in danger of sinking?
Mr. GRAYKOWSKI. I don’t think so. I mean, I don’t want to im-

part—it is a tough question to answer.
Chairman SUNUNU. I don’t know if that is an encouraging an-

swer or discouraging answer from my perspective.
Mr. GRAYKOWSKI. I could say none of them sunk yet. No, we

monitor them carefully, we do the best we can, and I don’t think
they are in danger of imminent sinking and hulling, absent sort of
major storm and waves and conditions that don’t exist today. These
are calm waters. Congressman Bentsen, I think if he is familiar
with where Beaumont sits, is a very well protected area. Over time
will they sink? I think it is unavoidable, yes, but not imminent. I
would like that message to be there.

Chairman SUNUNU. Has any effort been made to quantify what
the potential costs would be of a catastrophic accident, either a
sinking or a serious hull rupture of one of these vessels?

Mr. GRAYKOWSKI. I am getting no encouragement from the folks
behind me. My bench is weak here. Well, to quantify the costs, fine;
what kind of accident, we would have to remediate whatever leak-
age problem or environmental damage that occurs. And frankly as
a lawyer, I have always looked at it as I have got the ultimate
strict liability here. I am a generator under EPA, under TSCA,
under CERCLA, under Fish and Wildlife and Migratory Birds;
there are a whole number of acts out there. And the Federal Gov-
ernment is the ultimate deep pocket, so quantification depends on
the extent of damage to a certain extent, but the checkbook is
going to be open for a long time.

Chairman SUNUNU. OK. What kinds of marine wildlife are there
in the James River, and was there any damage to the ecosystem
or the wildlife with the Export Challenger accident?

Mr. GRAYKOWSKI. The answer is an emphatic no. There was no
damage. We contained very limited minor leaks. We have got a
containment boom pretty much around the fleet now in terms of
where that is. There are State certified oyster beds. I understand
there are a couple of wildlife refuges. Indeed we have ospreys
building nests on our ships, and certain times of the year we can’t
go near them. They are wildlife habitat wetlands which we have
got to protect as best we can.

Chairman SUNUNU. Your predecessor, Mr. Hart, wrote at least
twice to the EPA requesting a meeting with the Administrator to
resolve the issues that are preventing the timely scrapping of gov-
ernment vessels. Has there been any response from Ms. Brown or
the EPA today?

Mr. GRAYKOWSKI. Mr. Chairman, there hasn’t. I think that re-
cently Deputy Administrator Bonnie Green, who testified in front
of Congressman Gilchrest, has written the Administrator of the
EPA, and I intend on writing her today to tell her once again that
we have testified and we need to work in an interagency fashion.

To date, no sir, there has not been a response.
Chairman SUNUNU. Has the EPA put together guidelines for you

or for the Navy, that you are aware of, for the disposing of obsolete
vessels?

Mr. GRAYKOWSKI. We have got a memorandum of understanding,
if you will, or agreement with EPA on certain conditions that have
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to be conformed with before we can scrap a ship, so that is in place.
However, there are still some of the guidelines—I was just getting
to that. While we have this memorandum, the particulars in terms
of the regulations, for instance PCBs, and that the guidelines that
we would employ to scrap and to monitor are not in place, sir.

Chairman SUNUNU. Would you explain that in a little more de-
tail? What do you mean, the guidelines aren’t in place?

Mr. GRAYKOWSKI. I think that EPA, and I am going to have to
elaborate for the record if I could, EPA, we have got this memoran-
dum of understanding, but it lacks sort of—that says we are going
to cooperate, and here’s the basic structure of that: Before MARAD
scraps a ship, you have to clean out all the PCBs, for example, but
in terms of the exact procedures and the quantities that would be
allowed or not, they are still under development at EPA.

Chairman SUNUNU. I am confused. Does the memorandum, does
the agreement that you signed, lay out what you need to do before
you can move forward with a scrapping—is that valid or invalid?
Either those are the guidelines you need to follow or the EPA has
changed their minds and is walking away from this agreement and
saying we are going to come up with different guidelines.

Mr. HOWARD. Mr. Chairman, may I speak to the agreement?
Chairman SUNUNU. Please.
Mr. HOWARD. The agreement contains three conditions: one, that

all liquid PCBs be removed; that solid PCBs be removed to the ex-
tent possible; and that the country that is accepting the vessel be
notified that the PCBs were on board and attempts were made to
remove them. That is what the agreement covers.

Chairman SUNUNU. Those sound like reasonable guidelines.
Mr. HOWARD. MARAD received authority in 1997 or 1998 to sell

two ships under those guidelines. When they attempted to put to-
gether a plan that complied with the guidelines they found that
once they had removed the PCBs, that the ship wouldn’t be sea-
worthy and it wouldn’t be able to be towed to the foreign country
that was willing to purchase it.

Mr. GRAYKOWSKI. So we are still waiting for final guidance, if
you will, out of EPA to avoid this conundrum.

Chairman SUNUNU. I understand. So you are looking for a little
additional guidance so that you won’t have to destroy the sea-
worthiness of the vessel in an effort to scrap it efficiently and eco-
nomically.

Mr. GRAYKOWSKI. Yes, sir; and I don’t know what the status of
the guidelines are at this point in time.

Chairman SUNUNU. Has MARAD or anyone else evaluated EPA’s
environmental concerns to determine whether they are supportable
on an environmental or economic basis?

Mr. GRAYKOWSKI. The short answer would be no. I guess it would
be very difficult for the Maritime Administration to second guess
the Environmental Protection Agency on a determination of
environmental——

Chairman SUNUNU. I understand that is not your expertise, but
there has been no other outside or independent evaluation.

Mr. GRAYKOWSKI. No. We are sort of leaning—we as a country
by approaching it this way are way ahead of, if you will, the rest
of the world. Scrapping practices vary worldwide, and what we are
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trying to impose as standards and that the Admiral has worked
with, for example, is where I believe sincerely the world is going
to end up. But it is going to be several years before it gets there,
but we will be the first to get there.

Chairman SUNUNU. Thank you very much. Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman. I have a few questions.

First of all, I am familiar with the Beaumont area, even though I
am in Houston. But let me tell you, when a hurricane comes up
the Gulf Coast, and a lot of times they head toward an island in
the Beaumont area, you can be in that protected part of the Sabine
River and still get some pretty good surf over there. In my district
back in 1994, as well as just last year, when you get either a storm
or a hurricane or heavy rainstorm, you move the current on that
river and you can lose control of operating ships.

Plus we had in 1994 a situation with these abandoned barges,
some that were beached, that got moved off the beach, off the
banks, and smashed into the I-10 bridge, was involved in part set-
ting off an explosion in a pipeline.

So even though you are in a protected water area, the force of
nature can sometimes change it, and that is something that we
have to be concerned about, particularly in—at least I am most fa-
miliar with the Texas areas. And I do understand the environ-
mental hazard related to these with, again, my own experience in
going through it with these barges and most of the working ships
in the Texas area.

Again, though, it is—and I know you have been having this dis-
cussion with Mr. Sununu about this—but it is my understanding
that EPA has said that you could—if MARAD would remove the
hazardous waste, be it PCB or whatever, then you could direct the
vessel for scrapping. And I guess what you are saying is in some
cases the vessel becomes unseaworthy and you can’t do it. Why not
salvage the vessel on site? I mean, we do that. I don’t, but the orga-
nizations along the Houston ship channel do that from time to
time, where they just do an onsite salvaging instead of trying to
tow something in and take it apart.

Mr. GRAYKOWSKI. Well, number one—and probably you don’t
have to go farther than number one—we don’t have the money for
it, Mr. Bentsen.

Number two, the EPA agreement—let me correct myself if I
could, please. And the Admiral was kind enough to tell me this. It
pertained to exports, OK and it is very dicey at this point in time
politically as well as I think practically, if you will, to be exporting
these ships. And so while we have turned our attentions domesti-
cally as I have indicated——

Mr. BENTSEN. Can I say that, for a second, on EPA, on the ex-
ports, they were opposing the export of the ships because of PCB
content?

Mr. GRAYKOWSKI. Primarily; and other what they consider to be
toxic waste, they viewed it as——

Mr. BENTSEN. It is an interesting notion, and I only add that be-
cause I have had a small battle with the EPA over the last several
years changing what has been the position for the last 15 years to
allow for the export of PCBs for disposal and incineration abroad,
which we believe violates the TSCA act, although EPA seems to be-
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lieve that it doesn’t. EPA has taken the position that they would
like to export PCBs to Mexico and Latin America and other coun-
tries where they can be disposed of. Some would argue that this
is because the volume of American PCBs is declining and there
continues to be industry demand.

So it sounds to me like EPA may have a—the left hand may not
know what the right hand is doing at the EPA. I would encourage
you all to go back and talk to them.

Now they are under court order precluding them from doing that,
from the California circuit, the West Coast circuit and we have
tried to block them from doing that through the defense bill in the
past. Again, EPA has taken this position that in some cases, at
least, you would export PCBs for incineration.

Mr. GRAYKOWSKI. I am incredulous, frankly. This is news to me
because when I leaf through, this is the agreement that I signed
with EPA in 1997, it specifically links PCBs, the vessels and TSCA
and the prohibition against introducing PCBs into international
commerce and that is what ground the exporting to a halt.

Mr. BENTSEN. Maybe instead of offering up the ship for scrap
metal you should have offered it up for PCB consideration. I would
encourage you to revisit that, and that is in the courts, I think the
9th Circuit.

Let me ask you this. The chairman mentioned that the range of
cost for addressing this problem would be between half a billion to
$2 million. Why is there that amount of fluctuation or band in the
cost? Is it because you don’t know necessarily what you have out
there until you get into the ship?

Mr. GRAYKOWSKI. We have not inventoried, and I told the chair-
man this yesterday, we have not really conducted the inventory
necessary to say we have 5 pounds or 5,000 pounds of PCBs, I don’t
know, liquid versus solid. My impression is that most of the liquids
have been removed except those transformers and capacitors that
are buried in the bowels of the ship. We don’t know approximately
how much we can get off of the ship. I think the admiral can speak
to the fact that—it is a net outlay when you pay to have someone
scrap it, but there is a return that we would anticipate having a
similar experience with.

Vice Adm. AMERAULT. Assuming you will ask about this anyway,
but our program is based on the fact that we are paying someone
to scrap the ships. Heretofore that was very difficult to do because
they would default, there being no longer a viable market for the
scrap material which used to finance the whole venture. So what
we do is we reduce their risk of making nothing by paying their
workforce and facilitization and other costs, by paying the cost of
doing business, if you will, just the labor and so forth.

Any materials that come off the ships that then can be sold in
the scrap market are, by contract, used to net the total cost in our
favor.

Now, we don’t know exactly how well that is going to do and I
think it is going to depend on some things, one being facilitization
that is taking place up front, and we have paid for that in the four
pilots, the four yards that we have used as pilot program partici-
pants. Part of what we pay for is the facilitization to be able to
handle the environmental and the other things. Once that is done,
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then you have learning curve, which can reduce the cost of their
operation, and you have of course the value of that material. As
you get a good steady throughput and the learning curve comes
into play, their costs will go down and you will have a volume of
material that you can sell for scrap. And the net, if things were to
work out, might, and I say might because we don’t have the final
information and we don’t have this—we don’t know how scalable
this is, but it could be that the net cost of this whole thing equals
the cost of living up to the EPA agreements of taking out the PCBs
and making the ships environmentally safe for export. So that is
our hope.

Then you would have at least two processes that you could look
at and compare. I would think that we would want to try to export
a few ships so we could test that hypothesis to see if doing it do-
mestically with a net value, if you will, approach, that we have
done in this pilot program is indeed better or if you can still beat
it overseas even if you pay the up front environmental costs.

Mr. BENTSEN. It seems to me there would be a couple of factors
between domestically and overseas, the laboratory input and the
capacity, but also there are some transportation costs associated as
well. I am sure that these ships are not cheap to move around.

Vice Adm. AMERAULT. There is a cost of getting them there. That
could work in our favor domestically.

Mr. BENTSEN. There are two bills, one being Mr. DeFazio’s bill,
and I would be interested in your comments on that. I don’t know
if MARAD has taken a position on that.

The other, in the Senate, the chairman of the Senate Commerce
Committee, Senator McCain, has introduced a bill which gives
DOT the authority to scrap 39 foreign vessels under terms deter-
mined by the agency. Is this an effective way to deal with the prob-
lem or do you have a position on that bill?

Mr. GRAYKOWSKI. No, we have not taken a position on any of the
legislation. There are four bills in total. We don’t have an adminis-
tration position on any of the bills introduced.

Mr. SUNUNU. If I could interject there, Mr. Howard, those two al-
ternatives, correct me if I’m wrong, were part of the recommenda-
tions that you made, one, to release the restriction on these ex-
ports, and, two, to authorize MARAD or get rid of the restriction
on MARAD from being able to pay to scrap, and that is what Mr.
DeFazio’s bill does. He includes an authorization amount but of
course in order to do that he needs to eliminate that restriction?

Mr. HOWARD. Yes, sir, that is consistent with what we rec-
ommended.

Mr. BENTSEN. It seems to me that this is a situation that there
isn’t going to be much of a market for and we just need to get a
handle on this and how much it is going to cost and deal with it
because again I realize these ships are docked and they are in
somewhat secure waters most of the time, but I guarantee you
there will be another storm that will come up high island and there
will be more water in Suisun and Beaumont and everywhere else
you have these and it is going to become a problem. It would be
worthwhile for us to get a handle on this now and address this and
figure out a way to do it. This is not unlike a Superfund situation
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or any other hazardous waste disposal, we just have to deal with
it.

Mr. GRAYKOWSKI. Mr. Bentsen, I didn’t mean to imply in my
statement that the calm waters are always calm. Hurricane Floyd
caused us some sleepless nights. The first report indicated that
some of the nests had not broken but they were drifting apart, had
hurricane Floyd been stronger and hit differently, our lives would
have been differently. These ships cannot withstand heavy water.

Number two, I might take issue with you. I do see a potential
for this country. There are 10,000 commercial ships operating
around the world. If indeed we set the standard as we have consist-
ently through the years on environmental matters and the rest of
the world does catch up and I would point to the Basel Convention,
which is part of the U.N. Process, if you will, moving toward de-
claring obsolete ships as a hazardous waste, the country of the
Netherlands, which is a major world shipowner, there was one con-
ference, they are pushing for another one, Norway has been talking
about incorporating scrapping into the life cycle cost of the vessel,
imputing to owners this notion that you are going to have to pay
to scrap.

I would pose to you if we put a program together now with these
government ships, quite possibly we are in a position to take ad-
vantage of it in a commercial sense when the rest of the world
says, oh, my gosh, we are going to have to.

Mr. BENTSEN. That is a legitimate point. I had a discussion last
week with some people in the maritime industry in Houston, where
there is a discussion going on both in Texas and I think somewhat
through the international maritime organization regarding emis-
sions controls. Houston, of course has a serious ozone problem. One
idea—and part of the contribution of that comes from the ships
that go up and down the Houston ship channel. We can’t impose
a Houston emissions control policy on ships calling on our port be-
cause they will go somewhere else. There probably needs to be a
national standard, but it is difficult to impose a national standard
with respect to WTO and other international agreements that we
have, and perhaps it needs to go through the International Mari-
time Organization. I do appreciate that.

However, surely you have some ships that are decaying to the
point where we may not be able to wait for an international con-
vention to—you know, necessarily get an agreement. We may be
talking something more prospective than retroactive.

Mr. GRAYKOWSKI. The imminence is undeniable. I think long
term there are benefits to be gained by sort of creating this new
industry just as we have seen in other environmental recovery op-
erations. Right now, Mr. Bentsen, we have to do something with,
as I said, these 12 or the 40. I mean there are other benefits. We
have not really looked at it in a broad perspective. If we attack it,
we ought to attack it in a comprehensive fashion. We are dying for
people to work in basic shipbuilding industries and trades. The
shipyards are essential to the national defense. This is the type of
program that can help support them different than building brand
new ships. We have a source of labor to keep people coming in be-
cause this is another problem that has not been looked at.
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Mr. BENTSEN. I agree with that. In order to get there, it may be
something that has to be subsidized initially. The chairman doesn’t
always like to hear that word, but I think he understands as well
this may be a situation where the need is great to deal with this
problem, and I understand the need and the idea of maintaining
shipyard operations. You might be able to match the two. Perhaps
in the long run you are right. As in other environmental services
which we have seen grow in waste disposal, this may be applicable
also.

Mr. GRAYKOWSKI. Yards that I have talked with this about com-
ment that there is a crossover point. If we guarantee a certain
feedstock at some point, however many ships, the economies be-
come such that it becomes a positive situation for the company or
in this case the joint venture between government and industry.
You are running so many ships, ostensibly you get the efficiencies
down and the yields up in terms of the metals. And the projections
that I have seen show a definite crossover point from subsidy to a
revenue generating or certainly a wash situation referred to by the
admiral. Until we start it, we are not going to know and we right
now don’t know much other than our ships are getting old and the
problem is getting bigger.

Mr. BENTSEN. Thank you.
Mr. SUNUNU. Thank you.
Ms. Hooley.
Ms. HOOLEY. I am sorry that I missed your testimony but I have

the written statements.
Having gone through your information, Mr. Graykowski, do you

think we have the capacity to dismantle the ships today in a do-
mestic market?

Mr. GRAYKOWSKI. Nope.
Ms. HOOLEY. You do not?
Mr. GRAYKOWSKI. No.
Ms. HOOLEY. Let me ask the vice admiral if we have enough ca-

pacity in domestic market to dismantle the ships?
Vice Adm. AMERAULT. I don’t think now. It could possibly be gen-

erated but again as Mr. Graykowski said, I think one of the prob-
lems in trying to get it generated is what will be the throughput
so that when it is capitalized there will be a continuous throughput
to pay off that capitalization. So if we were to generate it, it would
either have to be subsidized, or there would have to be some feeling
that in an economic or business model, that there will be through-
put to keep it going.

Ms. HOOLEY. When you say that we don’t have the capacity, that
has nothing to do with that we may have to pay to get this disman-
tled, it is simply that there are not enough shipbuilders or facili-
ties?

Vice Adm. AMERAULT. There are people in the ship maintenance
business and shipbuilding business and public yards.

Ms. HOOLEY. Which have the capability?
Vice Adm. AMERAULT. Yes. This is not rocket science. You need

basically a berm or a dry dock or some sort of containment and
metal workers and the new part of it is the environmental sense
or the ability to deal with the environmental issues.
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Ms. HOOLEY. Don’t you think on the domestic side that we have
much greater ability to deal with the environmental issues?

Mr. GRAYKOWSKI. Yes, ma’am. I was trying to get at that. I think
export ought to be looked at as almost a last resort option. We will
have 155 ships by the end of fiscal year 2001 and the Navy has——

Vice Adm. AMERAULT. We have 57 that are in excess category
that will be disposed of in some way or another, and an additional
28 of which we will turn over to MARAD, so we will add to their
problem.

Mr. GRAYKOWSKI. Exporting is almost giving up on the notion
that we can do it better. I believe we can do it better here in Amer-
ica. Our standards are higher, but we have proven that is a better
way to go. We have yards that are interested. When I say there is
not the capacity, today there is not. People are not bidding on our
ships because they have to pay us.

Ms. HOOLEY. As long as they have to pay you, they can’t afford
to do it?

Mr. GRAYKOWSKI. If we turn it around, I am confident that we
can put a program together and there will be sufficient people to
do it. But we need to do 12 to 15 ships a year, not onesies and
twosies.

Ms. HOOLEY. Right now does MARAD have to maximize the eco-
nomic value of the ships, and is that a problem?

Mr. GRAYKOWSKI. Absolutely. I mean, we went from selling ships
in 1993 or so at $108 a ton which netted us several hundred thou-
sand dollars, netted to the government, so we didn’t have to ask
for appropriations to the last bid we had accepted was $10 a ship
for the whole ship that people paid us and even those contracts ran
into problems.

Ms. HOOLEY. Most of those were foreign; is that right? The bids?
Mr. GRAYKOWSKI. No, the $10 ship bid was domestic.
Ms. HOOLEY. OK. OK. How much does it cost for you to store

these ships? Wouldn’t we be better off to pay somebody to disman-
tle them than storing them?

Mr. GRAYKOWSKI. Well, I have the statutory problem which pre-
cludes that. Intuitively, logically, and as a taxpayer, absolutely; but
the money that we are spending to care take, which was $3 million
last year, isn’t enough to address the problem in a substantive and
dramatic fashion. We would still have to increase the amount of
money. The admiral spent a lot of money last year just on four
ships. But we—you missed the part of the testimony regarding the
dry dock. We are projecting that it is going to cost us $900,000 per
ship times 155, and that is sort of a benchmark level of expendi-
ture to just take it into the garage, if you use the analogies of a
car. That is every single ship. That is a nonavoidable cost. We are
going to spend that irrespective of a scrapping problem or not, but
if we have a scrapping problem, we don’t have to do it, we can de-
vote the money to scrapping and we will have to do that with fewer
ships. That is a function of time.

But your point remains. We are spending the money now and we
are going to spend more and more money and end up exactly where
we are today with ships sitting in the James River and elsewhere.

Ms. HOOLEY. Didn’t the Navy have a pilot project and what hap-
pened with that?
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Vice Adm. AMERAULT. Yes, ma’am. We still have the pilot pro-
gram underway.

Ms. HOOLEY. It has been going what, a couple of years?
Vice Adm. AMERAULT. We had a 1999 contract for four ships. We

have some money in 2000 that we are applying to two other ships,
four contractors. So that ship breaking is underway. All four con-
tractors are working on ships. All four ships are frigates. So if you
look at this as a pilot or experiment, the control variable is the
same. We had some money in 2000 which we asked for bids to con-
tinue. The best value bids were taken up on two of the contractors.
So we basically are scrapping two more. We will learn a little more
with those two.

What we are hoping to do is find out some data with regard to
what are the costs of facilitizing a yard to take care of the environ-
mental aspects of this and other things that they might need to
create an efficient ship breaking process that is environmentally
safe, by paying for their labor, and then finding out how much the
value is in a typical ship in terms of the scrap material and scrap
metals. Copper alloys, aluminum, steel, these are all in abundance.
That would then net against the cost, and we would like to find out
what the net value is and then subtract the initial facilitization,
and then we would have some data to say if you create a steady
stream and apply a learning curve. Maybe that net cost could go
down over time and approach zero, or at least we would know what
it would be and we can compare it to exactly the costs that are you
talking about. If we do spend money on these ships in both the re-
serve fleet and in our own reserve fleet or in active fleet to keep
them from sinking and having these environmental disasters, and
in fact if eventually there is a cost of dry docking at a lot of money,
considerable cost, it could be that your present value one-time costs
are cheaper than your annualized costs of keeping all of that going.

So I think that is where you are going and that is what the
project is all about to some degree. It is not the same kind of ships
in their reserve fleet but there should be lessons——

Ms. HOOLEY. But MARAD cannot do a pilot project?
Vice Adm. AMERAULT. They are still enjoined to produce a scrap

ship at no cost to the government. It is impossible for them to do
that under statute. We are giving them all of the information that
we find, or will, and there will be some—I don’t know how scalable
this is. There are lessons to be learned.

Ms. HOOLEY. Mr. Graykowski, Peter DeFazio from Oregon has
introduced a piece of legislation that would allow you to do that.
Are you supporting that?

Mr. GRAYKOWSKI. No, we have not taken a position as the admin-
istration on that legislation. But I am aware of it and following it
with great interest.

Ms. HOOLEY. Why haven’t you taken a position? It would seem
to me that here is an opportunity for you to do a pilot project, to
try this out. You are spending a ton of money keeping the ships,
you know. Tell me why.

Mr. HOWARD. If I might comment on that, ma’am, Mr. DeFazio’s
bill is consistent with the recommendation that we made in our
March 10 report. We recommended that the Maritime Administra-
tion develop a proposal for a pilot program and seek legislation and
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funding for that program. In order to do that, the Maritime Admin-
istration has to work that proposal through the Department of
Transportation and through the Office of Management and Budget.
What they told us in response to our report is that they would
work that in next year’s authorization bill.

Mr. SUNUNU. Ms. Hooley, recognizing that it wouldn’t be good
form, to say the least, for Mr. Graykowski to lobby for or against
any single piece of legislation, I think it probably does bear empha-
sizing Mr. DeFazio’s bill would be consistent with the goal of help-
ing to build a domestic capability to do this work.

Ms. HOOLEY. Thank you. I am sorry that I put you on the spot.
Mr. GRAYKOWSKI. No, I am not on the spot. Look at—when I

say——
Ms. HOOLEY. It just seems to me that it seems stupid. I don’t

know any other way to put it. It seems stupid that we don’t develop
our own program in this country based on some of the information
that was in your testimony not only to keep our shipyards going
and the workers there and trained workers, but it is costing us so
much money to store these ships right now and we could be dis-
mantling them in an environmentally sound way and put people to
work, and we need to do that in this country. I am hoping that that
can be something that we can look at this year, frankly, to begin
at least if nothing else a pilot project on figuring out how do we
do this the best way possible.

Thank you, Mr. Chairman.
Mr. SUNUNU. Thank you very much.
Let me take some time to ask one final round of questions and

begin with the issue of subsidies, foreign or domestic. Mr.
Graykowski, your predecessor Mr. Hart attended an international
ship scrapping conference in the Netherlands last year, you are
probably aware of that. One of the issues they discussed was pro-
viding international assistance to improve the working conditions
or environmental conditions at ship breaking facilities in third
world countries.

My first question, is the U.S. Government to your understanding
considering providing any type of assistance to foreign countries or
foreign ship breaking facilities?

Mr. GRAYKOWSKI. I am unaware of any efforts. We are not aware
of anything at MARAD.

Mr. SUNUNU. Is that something that MARAD would support or
oppose?

Mr. GRAYKOWSKI. Hmm. I am trying to be diplomatic here be-
cause we are talking about international things.

It strikes me if there is going to be a decision made to subsidize
foreign companies and we are not willing as a country to spend the
same tax dollars on a domestic program, that that might be hard
to sustain politically in the body in which you serve and others
serve. That is a gut reaction.

Mr. SUNUNU. EPA’s moratorium on exporting vessels, was it
based solely on the hazardous materials issue or was it also based
on concerns for environmental and labor standards abroad?

Mr. GRAYKOWSKI. Yeah. I am just confirming that.
The moratorium, so-called, we are sort of confusing a number of

different events. EPA was concerned about TSCA, as I discussed
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with Mr. Bentsen, and in 1993–1994 began to look at ships covered
by TSCA and, therefore, restricting its exports. The moratorium
was imposed by the administration, by Vice President Gore, to en-
able this DOD interagency panel to come up with a solution. So in
a sense one may have fed into another, and the moratorium was
extended until October 1999.

Mr. SUNUNU. Has the government done anything to express con-
cerns, to discuss guidelines or objectives with any foreign ship
breaking facilities since these discussions and the panel was con-
vened and the memorandum of understanding was signed?

Mr. GRAYKOWSKI. I know we have maintained contacts. We had
relationships with foreign scrapping facilities because we had dealt
with them in the past, but let me give you an update in terms of
our conversations with them.

Mr. SUNUNU. Has MARAD inspected any overseas facilities since
1994?

Mr. GRAYKOWSKI. No, we have not.
The notion of us imposing our standards on other countries

around the world is difficult.
Mr. SUNUNU. Without question. Mr. Bentsen touched on those

points, and the imposition of any number of requirements would be
a violation of the regulations or the guidelines that we agree to
abide by as part of the WTO.

Mr. GRAYKOWSKI. Furthermore, any requirements that we levy
on the exports of our ships would require—would raise the cost to
the scrap and lower the yield to the government, thereby making
our ships less competitive with others.

Mr. SUNUNU. Are there any limits on the use of foreign scrap
yards that are imposed on privately owned U.S. vessels?

Mr. GRAYKOWSKI. No, sir.
Mr. SUNUNU. None at all?
Mr. GRAYKOWSKI. They can take a ship any time, any way up to

these foreign scrap yards and sell it without restriction.
Mr. SUNUNU. At this point under the memorandum of under-

standing that has been signed with the EPA, given those guide-
lines, you have the ability to utilize those breaking yards as well?

Mr. GRAYKOWSKI. Well, you mean under the EPA agreement?
Theoretically if we clean up all of the PCBs, we are in that loop,
but we have to make the ship unstable.

Mr. SUNUNU. The remaining issue is seaworthiness.
Mr. GRAYKOWSKI. You have to tell the country formally as the

United States, we are going to send you a ship that might contain
stuff, PCBs and other stuff, which in a political context is hard for
a country to say no problem because every country has an environ-
mental movement or green party, however you want to characterize
it.

Mr. SUNUNU. It doesn’t seem to me that the notification that a
vessel going to a breaking yard might contain lead paint or PCBs
or residual asbestos would surprise anyone in this country or
abroad.

Mr. GRAYKOWSKI. Actually, I think our experience—actually, Mr.
Chairman, we did run into a problem in India, which is 50 percent
of the world market in scrapping. Because of that we are notifying
you, Mexico is another outlet that—you know, I suppose in a lot
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of ways people don’t know what they don’t want to know, if you
will. So private people take the ships and run them up on the
beach and life goes on. But formal notification to the government,
we are sending stuff that might be bad for you, do you mind?

Mr. SUNUNU. I am confident that your technical presentation
could be a little more detailed on that.

Let me ask about the growth of the fleet. Do you have the option
to object to or reject any additions to the reserve fleet?

Mr. GRAYKOWSKI. There are no additions. We don’t have the
money.

Oh, no. We have to take them under contract.
Mr. SUNUNU. Why have you never included funds in your budget

request to cover the costs of domestic scrapping?
Mr. GRAYKOWSKI. Because we do not have the statutory author-

ity to do anything other than sell them.
Mr. SUNUNU. That has never been part of the budget request ei-

ther? You have never requested a repeal of that statutory limita-
tion?

Mr. GRAYKOWSKI. No, because we had this DOD interagency
panel. So we saw the panel in place and so there was no impetus
to develop that legislative position.

Mr. SUNUNU. Admiral, could you run through the costs of the
pilot program? You talked about the initial vessels, the two that
were done using 2000 money. What have been the gross costs of
the contracts that were let, the number of ships for each, and then
the amount of scrap credits that have come?

Vice Adm. AMERAULT. I don’t have the scrap credit yet, but I can
tell you what we have paid so far. There have been four contractors
and thus four contracts. Metro Machine Corporation in Philadel-
phia and Chester, PA, we paid $3.5 million for the initial phase,
that is for one ship. That includes some facilitization, as I men-
tioned, the cost of labor, and we have yet to get a full accounting
of the sales, and thus the net costs.

Mr. SUNUNU. So that is $3.5 million gross. Then anything they
get through the sale of scrap will be credited against that. Do you
split it 50/50?

Vice Adm. AMERAULT. No, sir, it always comes to us because
again the insurance for them is that their costs will be borne. We
are taking the risk, and that is what we are paying for.

Mr. SUNUNU. These are aluminum hull?
Vice Adm. AMERAULT. These are steel hull with aluminum super-

structure.
Mr. SUNUNU. So the scrap value is a little higher?
Vice Adm. AMERAULT. I can’t say with authority. Aluminum is

one of the more saleable commodities, however. And I think war-
ships tend to have more copper. There are other things that are
good about those in a sense; however you determine goodness, I
guess.

Baltimore Marine Industries, the cost is $4 million. The variance
in this is mostly facilitization, what they were prepared and able
to do to start with.

Again when we come out of this, we will have four facilitized con-
tractors.
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International Shipbreaking in Brownsville, Texas, $2.7 million.
They are fully facilitized. This is a contractor that once defaulted
on I think MARAD as well as us. And the reason that they are
working out now is again, we have removed the risk. The reason
that they defaulted was they bought the ship from us expecting to
make money and didn’t. So that puts them back in the business in
a sense.

Ship Dismantling and Recycling, which is a consortium working
in San Francisco, that is $3.9 million. So the ones that have to be
facilitized are roughly about the same amount.

Mr. SUNUNU. Which were the two that were let with 2000?
Vice Adm. AMERAULT. We added a ship to Metro Machine and we

added a ship to Ship Dismantling and Recycling.
Mr. SUNUNU. What were the incremental costs for adding each

of those?
Vice Adm. AMERAULT. $2.7 million and $3.2 million. Again, that

doesn’t have the cost reduction that will come.
Mr. SUNUNU. The 2.7 was let to whom?
Vice Adm. AMERAULT. Metro Machine, and the other was 3.2.

That is to Ship Dismantling and Recycling, which is a joint
venture——

Mr. SUNUNU. That is six ships that have been placed?
Vice Adm. AMERAULT. Four contractors. Two of them have two

ships.
Mr. SUNUNU. In the case of Metro Machine, the difference be-

tween the 2.7 and the 3.5 represents the start-up costs and the
facilitization costs?

Vice Adm. AMERAULT. It will be that, yes, sir. And what we will
find out is again how much this will all be reduced because none
of these figures have the reduction for the sale of scrap.

Mr. SUNUNU. Did Metro Machine complete the scrapping of the
first vessel?

Vice Adm. AMERAULT. They are almost done.
Mr. SUNUNU. But you don’t have the cost figures?
Vice Adm. AMERAULT. Not yet, but that is part of the deliverable

on the contract.
Mr. SUNUNU. To what detail will those cost figures be provided?
Vice Adm. AMERAULT. I think to great detail. It will almost have

to be a CPA like accounting because it is contractual. I don’t think
that we will get it until some of these sales——

Mr. SUNUNU. There is a joke in here about whether or not DOD’s
books meet FASB standards, but——

Vice Adm. AMERAULT. Yes, I have been involved in that pre-
viously.

Mr. SUNUNU. Will all of that cost information be shared with
MARAD?

Vice Adm. AMERAULT. It is open. Since I have been in this job,
I have tried to engage MARAD in this problem. So I feel like a
partner. I don’t particularly want to have the Navy bear the cost
of the problem they have.

Mr. SUNUNU. There are obviously economies of scale in the num-
bers that we are dealing with here. To the extent that there is co-
operation or a long-term solution to the problem with MARAD, it
is going to help both groups.
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Are there any issues or concerns that you have, Mr. Graykowski,
with regard to information sharing, either administrative problems
or legislative problems, that somehow inhibit you from getting in-
formation that you think might be helpful?

Mr. GRAYKOWSKI. No. You are too modest. I told the admiral
that. When he took over, he was the first person who really took
ahold of this, not only on behalf of the Navy, but reached out to
MARAD.

I don’t see any impediments. We all have the same problem here,
and I think we all want a solution.

Mr. SUNUNU. Admiral, do you have even a rough estimate for the
scrap credit?

Vice Adm. AMERAULT. Let me just say that it is encouraging.
Mr. SUNUNU. Give me a range.
Vice Adm. AMERAULT. Any figures I had seen were rough and I

don’t want to pin them down to anything.
Mr. SUNUNU. Give me a wild range?
Vice Adm. AMERAULT. Well, it could be that say—say a million

dollars a ship. $800,000 to a million dollars.
Mr. SUNUNU. If I were you testifying to me, I probably would

have said something like well, between $200,000 to a million five.
Vice Adm. AMERAULT. That is my answer.
Mr. SUNUNU. If we have the opportunity, we will correct the

record.
Vice Adm. AMERAULT. The reason is that I would be hesitant to

create a program based on that figure would not be in either ours
or your best interests.

Mr. SUNUNU. I understand. If we look at the gross numbers, it
is 1,300 a ton to scrap the ships and that is an enormous figure
at 10 times the scrap value. There seems to be a disconnect, so I
would expect the credits to be significant in just trying to gauge
where we might be at the end of this process.

Vice Adm. AMERAULT. I think the other thing is that this is a
one-time venture, too. I think again their costs will come down and
that probably affects it almost more than the price of the market.

Mr. SUNUNU. How much of their costs are driven by EPA man-
dated directives and environmental concerns?

Vice Adm. AMERAULT. I would say that is the second most signifi-
cant thing. Labor is the most, and then the environmental con-
cerns.

Mr. SUNUNU. Thank you.
The Navy received $284 million in fiscal year 2000 for environ-

mental restoration. What is that funding directed for and why
would the Navy need a new program for disposal of vessels if it
could utilize that funding for this program?

Vice Adm. AMERAULT. Sir, the environmental remediation Navy
is the appropriation or the line item, and it is for remediation. So
I would say in our case, our ships that are scrappable, if you will,
are not yet needing remediation. So I would have to find out
whether those funds—we have appropriation lawyers, would tell us
whether we can spend those funds on this.

Also in terms of the MARAD fleet, it is not just a Navy fleet. I
am not so sure we would be spending our ERN funds on their fleet.
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If we—and I think part of the answer might be in what Mr.
Graykowski mentioned in terms of this has not yet—or these ships
have not yet been declared as environmental hazards. So environ-
mental restoration Navy is for declared environmental hazards.

Mr. SUNUNU. Who makes that declaration?
Vice Adm. AMERAULT. I am not sure.
Mr. GRAYKOWSKI. We have to find out what the scope of the ERN

program is. I am guessing that it is SECNAV, but I don’t know.
Mr. SUNUNU. If you would provide any clarification for the

record, I would appreciate it.
Vice Adm. AMERAULT. We have not had difficulty in paying for

the scrapping of ships that need to be scrapped. We are not run-
ning into an environmental problem with the ships that are in our
Navy controlled inactive fleet.

Mr. SUNUNU. Would the Navy consider holding onto those vessels
that are scheduled to be transferred to MARAD in order to dispose
of them through the pilot project?

Vice Adm. AMERAULT. We are enjoined by statute to transfer
them.

Mr. SUNUNU. Mr. Graykowski, putting aside political constraints
and financial constraints, what do you think would be an ideal
path forward for your agency?

Mr. GRAYKOWSKI. Give me a moment to sort of bask in this new
found freedom that you have sort of given me.

Mr. SUNUNU. Believe me, it is very temporary.
Mr. GRAYKOWSKI. You don’t know how temporary. I have to go

back to my office.
The answer is obvious. You have picked up on it and you know

it. Your colleagues have as well. We need, A, to have the statutory
constraints lifted. We have to recognize reality and pay people.

B, I think we can set up a real partnership with the shipbuilding
industry and create a ship breaking industry which focuses on
breaking them in an efficient and economically and environ-
mentally responsible way, and that is going to take money. I think
we should start with, as the Navy has done with a pilot program,
although I would suggest perhaps a bit more ambitious, and guar-
antee to a yard we will give you 12 ships. I have 40 to work with
and so we could give them to 2 or 3 different yards. We can say
here is the results, it is going to work or not.

I suggest that we hold off on exporting until we have a chance
to get a program up and running, and I think we could do that in
fairly short order if we have got the money and if the statute
changes.

Mr. SUNUNU. What other alternatives are there for dealing with
this that we haven’t discussed? I will also editorialize by emphasiz-
ing that it seems to me that there is a problem where we probably
want to take multiple approaches, where there is no single solution
that is going to be ideal or best for every single vessel that we are
talking about. There is the—I think the need to deal with the 40
vessels that are in the most serious condition and I think with the
memorandum of understanding in place, foreign breaking yards
ought to be an alternative. I think there is the very promising pros-
pects of the Navy’s pilot program and I think we need to continue
to have discussions about the statutory requirement that hinders
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you, whether or not that means that we authorize a 12-ship or 40-
ship pilot or we simply get rid of the requirement and allow you
to use your annual maintenance budget more creatively.

But outside of those alternatives that we have discussed, are
there any other opportunities that you see as strong alternatives
for disposing of these ships?

Mr. GRAYKOWSKI. I am really racking my brain here. Because of
the criticality of the problem, we have to focus. We cannot chase
different options. To me we are going to export it or do it here. If
we need to do it here we need to come up with a decision tree and
come up with money. Limited capability and you have to ship ev-
erything out of the ship. Other than that, I mean knowing the
ships as I do, I don’t see anything other than getting them out of
the water and cut up and disposed of as soon as possible. That is
scrapping, either domestic or foreign.

Mr. SUNUNU. Thank you very much. Thank you, gentlemen. We
are adjourned.

[Whereupon, at 11:46 a.m., the Task Force was adjourned.]
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Implications of Debt Held by Housing-Related
Government-Sponsored Enterprises

TUESDAY, JULY 25, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,

TASK FORCE ON HOUSING AND INFRASTRUCTURE,
Washington, DC.

The Task Force met, pursuant to call, at 10 a.m. in room 210,
Cannon House Office Building, Hon. John Sununu (chairman of the
Task Force) presiding.

Members present: Representatives Sununu, Bentsen, Miller,
Smith, Ryan, Toomey, Hoekstra, Minge, and Clayton.

Chairman SUNUNU. Good morning. The purpose of today’s hear-
ing is to discuss recent trends in the issuance and accumulation of
mortgage-backed securities at government-sponsored enterprises
and other financial institutions.

As the internal portfolio is held by the GSEs continues to grow,
a number of questions have been raised by Federal regulators,
Members of Congress and others regarding the change in the risk
profiles and the ability of GSEs and others to appropriately man-
age these risks.

This hearing will focus on the economic implications of this GSE
debt, but, most important, it is meant to provide information. We
intend to shed light on the nature of these portfolios, their size and
their economic implications, rather than engage in extended policy
debate over potential legislative prescriptions.

These questions are made even more timely by the current
trends in the growth of the Federal budget surpluses and the pro-
jected pace of debt retirement over the next 3 years. Today, the
GSEs play a central role not only in the housing finance market,
but also in the global debt markets.

According to the Treasury Department, the GSEs’ debt of $1.4
trillion is roughly the size of the municipal bond market and more
than half of the outstanding amount of privately held Treasury
debt.

Given that the Treasury Department forecasts that GSEs may
well double over the next four to 5 years, it will likely surpass the
level of privately held, marketable Treasury debt by 2004.

GSE debt also represents a significant portion of the assets of the
banking system. Federally-insured deposit institutions hold around
one-fifth of all GSE debt. Naturally, the strength, the safety, the
soundness of this GSE debt is going to have an impact on financial
institutions around the country.
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Today, our budget Task Force will hear from witnesses who will
describe the structure of GSE held debt in mortgage-backed port-
folios, the nature of the financial risks involved in GSE debt and
mortgage-backed securities, and the degree to which interest rate
risk, credit risk, prepayment risk and other risks exist under dif-
ferent economic scenarios.

I think it is essential for policy-makers to better understand the
nature of these risks and their relative sizes and the strategies for
managing these risks before making assumptions or commitments
regarding policy initiatives.

The housing GSEs continue to operate very successfully in to-
day’s marketplace. They are literally the backbone of America’s res-
idential mortgage system that is the most liquid and competitive
in the world.

Moreover, GSE regulators in the most recent reports have offered
clear opinions supporting the safety and soundness of the GSEs.
However, these institutions are enormous and complex entities and
we should understand the impact that an economic downturn
might have on the GSEs themselves and the holders of their securi-
ties.

In the 1980’s, Congress learned a difficult lesson when the Amer-
ican taxpayers were called upon to provide a financial backstop for
the savings and loan industry. Despite the fact that GSE debt secu-
rities clearly disclose that they are not guaranteed by the United
States, some analysts and investors do believe that GSE debt is im-
plicitly backed by the Federal Government’s moral obligation to
support these important institutions.

Our goal is to better understand this potential liability as inves-
tors look toward GSE debt as a potential benchmark security.

The markets will ultimately decide whether or not to confer such
a benchmark status, but as policymakers we will determine wheth-
er such a status is based upon safety and soundness alone or pre-
cipitated by Federal regulation, sponsorship or subsidy.

I look forward to the testimony of our witnesses and am pleased
to yield to Representative Bentsen.

Mr. BENTSEN. Thank you, Mr. Chairman. I thank you for calling
this hearing. As the members of the panel know, this Task Force
is charged with holding oversight hearings on waste, fraud, and
abuse and reporting our findings and recommendations to the full
House Budget Committee.

This is our fourth oversight hearing and in this hearing we turn
to the economic implications of debt held by government-sponsored
enterprises. This is an issue which, as I think members of the
panel know and I would imagine the rather large audience we have
today for this task farce knows, has been a subject of numerous
hearings before the House Banking Committee Subcommittee on
Capital Markets, of which I am a member. I appreciate those who
are testifying today.

I think in talking with the chairman this is an interesting sub-
ject which we are embarking upon. It is one that we should look
at more from, I think, an academic perspective rather than wheth-
er or not GSEs in and of themselves are a good or bad thing.

I think the focus ought to be on the question of GSE debt, in par-
ticular, the issuance of GSE corporate debt, the issuance of GSE
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conduit debt in the form of mortgage-backed securities and the re-
purchase of such conduit debt and whether or not that constitutes
either a secondary market function, taking advantage of an arbi-
trage function or both.

I look forward, Mr. Chairman, to the testimony of our panel and
the ability to question them on their expertise of this subject. I
would say that this is a subject, the question of the GSEs them-
selves is a subject that will go on for quite some time.

Let me just close in saying this. The GSEs have without doubt
contributed tremendously to a very stable housing market in the
United States, along with the Federal Housing Administration. We
know this has been of great benefit. It is something that was jump
started by the Congress and the Federal Government.

The question before us on the House Banking Committee at least
at this point is to what extent is a continued Federal involvement
still necessary, have the GSEs grown too large and rather than aid
the market now distort the market and is the answer to curtail the
activities of the GSEs.

I am not sure that is the right question that is being asked or
is the answer to unleash the GSEs and have the Federal Govern-
ment get out of the business all together.

I am not sure that is the answer that those who are asking the
question want. So this is an issue that is going to be around for
a couple of years and I think, Mr. Chairman, that you are on point
in having this hearing.

I yield back the balance of my time.
Chairman SUNUNU. Thank you, Mr. Bentsen.
Our witnesses today on our first panel are Barbara Miles of the

Congressional Research Service, Thomas McCool of the GAO, and
Bert Ely of Ely & Company.

We would like to try to keep our testimony to 5 minutes, and
once we have taken testimony from each of the panelists, we will
have questions from the members.

Ms. Miles, we will begin with you. Welcome, and thank you for
being here.

STATEMENTS OF BARBARA MILES, SPECIALIST IN FINANCIAL
INSTITUTIONS, GOVERNMENT AND FINANCE DIVISION, CON-
GRESSIONAL RESEARCH SERVICE; THOMAS J. McCOOL, DI-
RECTOR, FINANCIAL INSTITUTION & MARKET ISSUES, GEN-
ERAL GOVERNMENT DIVISION, GENERAL ACCOUNTING OF-
FICE; AND BERT ELY, PRESIDENT, ELY & COMPANY, INC.

STATEMENT OF BARBARA MILES

Ms. MILES. Good morning. Mr. Chairman and members of the
committee, I am Barbara Miles, a specialist in financial institu-
tions in the Congressional Research Service of the Library of Con-
gress. Thank you for inviting me to appear this morning to discuss
the housing-related government-sponsored enterprises and the im-
plications that their activities may pose for the economy and the
Federal budget.

At the end of the first of quarter of this year, the three housing
GSEs—Fannie Mae, Freddie Mac and the Federal Home Loan
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Banks—had outstanding debt of $1.47 trillion. For comparison,
publicly held marketable Treasury debt was about $2.7 trillion.

The current and projected declines in the publicly held debt of
the U.S. Government imply that at current growth rates, GSE debt
could surpass Treasury debt as early as 2003.

When Fannie Mae and Freddie Mac’s outstanding guarantees of
mortgage-backed securities are added in, the GSE presence in cap-
ital markets is very nearly equal to the size of the Treasury market
today.

Both the absolute size of the debt and its rapid growth have
raised questions and concerns about the risks that the GSEs’ ac-
tivities pose for the economy and for the government. In this re-
gard, I will discuss briefly two fundamental questions.

The first is what is the Federal Government’s responsibility to
and for the housing GSEs?

And, second, what are the specific risks that these companies’ ac-
tivities pose?

GSEs are a special class of financial institutions in our economy.
They are government in that they serve as instruments of public
policy for influencing credit allocation in our economy—in this case,
into the housing sector. Their sponsorship means that they have
congressional charters that assign them narrow lending powers,
but that also grant them exemptions and privileges that lower
their costs, in part by implying a guarantee that is formally denied.
That they are enterprises means that they operate as private sector
institutions for the benefit of their owners.

The public policy purpose of the housing GSEs is reasonably
clear. They all provide liquidity to mortgage markets by lending to
primary lenders or by buying and selling mortgages in a secondary
market that crosses geographic and institutional boundaries that
for many years characterized our banking system.

The charter benefits of sponsorship are significant. They are
arrayed in the table that I attached to my written testimony.

Some of the benefits are clear subsidies, exemption from State
and local income taxes, for example. Others accord preferential
treatment, granting GSEs securities agency status. The main value
resides, however, not in the individual benefits but in the nature
of the charter itself. Even though there is no explicit Federal back-
ing, the benefits and public policy importance of the mission de-
noted by the charters leads market participants to infer that the
GSEs would not be allowed to fail such that creditors would lose
their money.

This is the implied guarantee. It effectively lowers funding costs
for the GSEs and lowers the capital requirements below those of
other private companies in otherwise similar financial conditions.

The risks that the GSE operations pose fall into two categories.
The normal business risks experienced by any intermediary in

mortgage markets include interest rate risk, credit risk, a variety
of business and market risks. All of these risks can be managed.
They cannot be made to disappear, but they can be managed by a
prudent company and by all accounts they are being managed well.

Ordinarily, the private market can be expected to exercise dis-
cipline over any excessive risk taking, but the market discipline is
weakened by the implied guarantees in the case of the GSEs. As
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a result, all three GSEs have safety and soundness regulators to
examine and to test the companies and control for those excessive
risks.

The Office of Federal Housing Enterprise Oversight is respon-
sible for safety and soundness regulation of Fannie Mae and
Freddie Mac, while HUD oversees their mission, and the Federal
Housing Finance Board has responsibility for the Home Loan
Banks. Both OFHEO and FHFB have proposed risk based capital
standards, although they are not yet in effect.

OFHEO, HUD and the FHFB are, in an important way, the last
line of defense against the larger risks to the economy. And those
greater risk to the financial system and the economy are systemic
risks and a kind of systematic risk.

Systemic risk is the likelihood that a failure of a GSE would
cause widespread failures of other financial institutions and result
in severe damage to the financial system. In this case, it is partly
a direct result of the charter provision that allows depository insti-
tutions to hold GSE securities without the normal limits that
would be imposed on banks by their safety and soundness regu-
lators.

According to the Treasury, banks currently hold GSE debt that
is equivalent to one-third of bank capital and many banks have
sufficient holdings that a GSE failure could wipe out their capital.
A failure of a GSE under these circumstances could create a dom-
ino effect and seriously strain the deposit insurance funds.

Systematic risk is risk that cannot be controlled by diversifica-
tion. It is the problem of having all your eggs in one basket, but
there is only one basket. Portfolio theory holds that diversification
makes for better management of risk, but by law GSEs can only
diversify so far. Ultimately, they build and grow on a single sector
of the economy—and actually only a large part of that sector—and
that sector therefore poses systematic risks for the companies. Be-
yond some point, they cannot continue to grow in their current
path without ‘‘breaking out’’ of their assigned market.

For the government, this same risk is one of having an entire
sector of the economy more or less identified with the GSEs. So
long as the GSEs have their benefits fully operating, the sector be-
comes dependent upon the companies and cannot diversify away
from them. If, on the other hand, GSEs are allowed into other sec-
tors, they are better diversified, but the economy is not.

The growth in GSE debt has also led to consideration of GSE
debt as the ‘‘risk-free’’ benchmark for pricing in securities markets.
But for a benchmark asset to function properly, it should reflect
risks that are inherent to the economy overall. These clearly do
not. Yet because of their inferred safety, the private sector could
turn to them and, as a result, there could be pressures on the
GSEs other than their announced growth plans and, as a result,
also on their regulators to allow them to expand their missions fur-
ther to fill that kind of benchmark role.

This completes my prepared statement and I would be pleased
to answer any questions you may have.

[The prepared statement of Barbara Miles follows:]
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1 There are five GSEs in our financial system. Two operate in farm credit markets—the Farm
Credit System and ‘‘Farmer Mac.’’ A sixth GSE, Sallie Mae, provides student loans and is cur-
rently in the process of converting to a fully private company.

2 Sources: quarterly statements of Fannie Mae, Freddie Mac and the Office of Finance of the
Federal Home Loan Banks.

3 This excludes non-marketable debt which, by definition, does not trade in capital markets
and is, therefore, not an indicator of market size.

PREPARED STATEMENT OF BARBARA MILES, SPECIALIST IN FINANCIAL INSTITUTIONS,
GOVERNMENT AND FINANCE DIVISION, CONGRESSIONAL RESEARCH SERVICE

Mr. Chairman and members of the committee, I am Barbara Miles, Specialist in
Financial Institutions in the Congressional Research Service of the Library of Con-
gress. Thank you for inviting me to appear before you to discuss the housing-related
government-sponsored enterprises (GSEs) 1 and the implications their activities may
pose for the economy and the Federal budget.

At the end of the first quarter of this year, the three housing GSEs—Fannie Mae,
Freddie Mac, and the Federal Home Loan Bank System—had outstanding debt to-
taling $1.47 trillion. 2 For comparison, publicly held, marketable Treasury debt was
about $2.7 trillion. 3 The current and projected declines in the publicly held debt of
the U.S. government imply that, at current growth rates of about 20 to 25 percent
per year, GSE debt could surpass Treasury debt outstanding by 2003. When Fannie
Mae and Freddie Mac’s outstanding guarantees of mortgage-backed securities
(MBS), $1.21 trillion (net of the $508 billion of MBS the GSEs have repurchased),
are added in, the GSE presence in capital markets is very nearly equal to the size
of the Treasury market.

Both the absolute size of the GSE debt, and its rapid growth have raised concerns
about the risks the GSE’s activities pose for the economy and the U.S. Government.
In this regard, I will discuss two fundamental questions:

First, what is the Federal Government’s responsibility to and for the housing
GSEs?

Second, what are the specific risks that these companies’ activities pose?

WHAT ARE GSES AND WHY DO WE HAVE THEM?

The answer to the first question is tied up in what GSEs are, why we have them,
how they are perceived by investors and why. GSEs are a special class of financial
institutions in our economy. They are government in that they serve as instruments
of public policy for influencing credit allocation in the economy—in this case into
the housing sector or, more accurately, into mortgage finance. Their sponsorship
means that they have congressional charters that assign them narrow lending pow-
ers, but also grant special exemptions and privileges that lower their costs, in part
by implying a guarantee that is formally denied. That they are enterprises means
that they operate as private sector institutions for the benefit of their owners.

Public Policy Purpose. The initial government purpose of the three housing GSEs
is reasonably clear. The 12 regional Federal Home Loan Banks were chartered in
1934 as a collective GSE in order to provide liquidity to savings and loan associa-
tions so that they could continue lending for home mortgages, or at least not be
forced by depositor withdrawals to call in mortgage loans already made. There was
only very limited private sector ability to take the risks associated with assisting
thrifts facing liquidity problems; and nothing, short of the commercial banks’ Fed-
eral Reserve or the Federal Government itself, could fill the financing gaps on a
scale sufficient to deal with the widespread problems of the 1930’s. The Banks were
chartered to be owned by the S&Ls themselves, and given a series of benefits that
lowered their costs. In turn, the Banks made low-cost loans (called ‘‘advances’’) to
the S&Ls on the strength of their mortgage lending, and turned a profit for their
member-owners in doing so.

Fannie Mae and Freddie Mac were both started to assist in providing liquidity
to lenders by developing a secondary mortgage market. A series of problems—in-
cluding Federal and state laws restricting depository institutions—impeded nation-
wide flows of mortgage funds and made tapping the resources of general capital
markets difficult. As a result, funds did not flow in a normal market response from
areas with high savings or from investments with low returns into the regions and
mortgages where rates and yield were higher. Fannie Mae, originally a government
agency in 1938, but rechartered as a GSE in 1968, and Freddie Mac in 1970, were
to help solve these problems by doing what the primary lenders could not do: act
as national intermediaries to first, move funds across the country by borrowing
where funds were cheap to invest in mortgages where rates were high, and second,
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4 This assumes a state tax average of about 8 percent and cooperation under the state tax
compacts. See Zimmerman, Dennis. Unfunded Mandates and State Taxation of the Income of
Fannie Mae, Freddie Mac, and Sallie Mae: Implications for D.C. Finances. CRS Report 95-952
E.

5 All GSEs are required to inform investors that their securities do not carry full-faith-and-
credit guarantees. Yet the statutory equivalence of GSE and Federal debt for a variety of pur-
poses reassures investors that the government in some way stands behind the debt. Investors
are probably correct in their assessments: when the Farm Credit System was in trouble in the
late 1980’s, it was rescued so that no investors lost.

6 Jud, G. Donald. Regional Differences in Mortgage Rates: An Updated Examination. Journal
of Housing Economics, June 1991. Hendershott, Patrick, and Robert Van Order. Integration of
Mortgage and Capital Markets and the Accumulation of Residential Capital. Regional Science
and Urban Economics, May 1989.

develop appropriate securities to tap into non-traditional investment sources. Both
actions made mortgages funds more uniformly available.

The charter benefits. The benefits that have been granted to the GSEs are signifi-
cant and valuable. (See Table, attached.) Some of the benefits directly and explicitly
lower the costs of operation of the GSEs below those of any other private-sector com-
pany. Exemption from State and local income taxes, for example, was worth about
$490 million to Fannie Mae and Freddie Mac last year. 4 The SEC registration ex-
emption, according to the U.S. Treasury, was worth another approximately $280
million. CBO estimates that, were all five GSEs required to register, the Federal
budget would gain $313 million in 2001, and about $1.5 billion for 2001-2005.

Other benefits accord GSE debt preferential treatment, including the eligibility for
unlimited investment by depository institutions—circumventing the normal safety
and soundness limits on loans to a single borrower—and the eligibility of their debt
and MBS as collateral for public deposits. Still others simply provide links that sig-
nal that these companies are more ‘‘important’’ than ‘‘normal’’ corporations as a
matter of public policy.

Implied Guarantee. The charter value resides not simply in the sum of the indi-
vidual preferences but in the nature of the charter itself. Even though there is no
explicit government backing, because of the benefits and because of the public policy
importance of the GSE mission as demonstrated by their special charters, market
participants infer that the Federal Government would not allow the GSEs to fail
such that creditors would lose their money. 5 This is usually referred to as the ‘‘im-
plied guarantee,’’ and it effectively lowers funding costs for the GSEs below those
of other private companies in similar financial condition. A series of studies since
1990 have generally put the funding advantage at about 30 basis points (or 0.3 per-
centage point) below what is available to triple-A companies and about 40 basis
points below double-A companies. While there appears to have been some narrowing
of this advantage in the past few months, the advantage is still significant.

The implied guarantee also allows for high leverage on the part of GSEs. That
is, less capital is needed to assure investors of safety for any given level of assets.
Relatively low financial capital allows a higher rate of return for the company so
that there is an incentive toward toward maintaining minimum levels consistent
with investor comfort and low borrowing costs. Capital provides a kind of cushion
against losses for investors. But the implied guarantee replaces, to some extent, the
normal market discipline that would take into account the actual risks of the busi-
ness operations of the company.

Market power. By most accounts, the problems that gave rise to creation of the
housing GSEs have been corrected. 6 Correction is generally measured in terms of
the degree to which housing finance is integrated with general capital markets.
Mortgage rates are effectively uniform across the country, and mortgage markets
tap funds in the rest of the capital market with relative ease. Further, many sources
of liquidity are now available to primary mortgage lenders, although they would
generally be more expensive than the terms available from the GSEs. The charters
continue, however, and now contribute to considerable market power.

Because their costs are lower than for non-favored companies, many private sector
observers are particularly concerned that GSEs can reap greater-than-competitive
profits, even while undercutting pricing of potential competitors. They need only
price their products a little below what fully private companies would have to
charge. And GSEs control the value of their charters, because increasing business
volume increases the extent of the benefits conferred by the charter, while increas-
ing risk adds to the depth of the gains. In short, the special charters confer benefits
on the GSEs that increase in value as a company’s business volume and risk in-
crease. This arguably provides incentives not only to dominate the assigned market
but also to seek ways to continue to grow even after the market to which the GSEs
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are constrained by charter is saturated. This, in turn, gives rise to new risks for
the government.

THE RISKS OF GSE OPERATIONS

The risks that GSE operations pose fall into two separate categories: the normal
business risks of the GSEs’ operations, and the larger risks to the financial system
and the economy.

Normal business risks. Normal risks are those that would be experienced by any
intermediary in mortgage markets and include the following.

• Interest rate risk: that changes in interest rates will result in a loss of economic
value.

• Credit risk: that borrowers will default on (not repay) loans or other obligations.
• Business risk: that factors beyond a firm’s control could result in unanticipated

loss of earnings, or capital.
• Management risk: losses arising from decisions made (or not made) by man-

agers.
Ordinarily, the private market can be expected to maintain discipline over risk-

taking by assessing the riskiness of a company’s operations and acting in accordance
with what it sees. If leverage were high enough (capital were low enough), for exam-
ple, to raise concerns about insolvency, creditors would demand prompt payment or
attempt to accelerate principal repayment where possible, and new credit would be-
come costly. This market-imposed discipline means that a company has every rea-
son, so long as it is solvent, to control its own risk-taking in order to avoid the costs
that would be imposed by creditors. GSEs, like other companies, have an incentive
to maintain their shareholder value.

In the case of GSEs, however, the market discipline is weaker because of the im-
plied government-backing. Creditors, so long as they continue to infer that GSE debt
is near-equivalent to Treasury debt, will allow greater risk and countenance lower
capital. GSEs can borrow at preferential rates in good times, and in bad times.
While this is supposed to be a strength, it is also a problem if matters get out of
hand because once capital is lost, the GSE may have reason to take greater risks
in the pursuit of rewards large enough to work itself back out of difficulty.

A case of not-well handled interest rate risk did create severe problems for Fannie
Mae. The secular rise in interest rates that occurred in the 1970’s and the sharp
rise in 1979 presented major problems for all mortgage lenders who had basically
lent for long-term mortgages at fixed rates while financing at shorter term rates.
Fannie Mae was such a lender at that time and its high leverage exacerbated its
problems. The spread between interest rates on mortgages and the rates required
on new debt turned negative. At the same time, fewer mortgages were being prepaid
as home buyers either assumed the mortgages of the sellers, or homeowners simply
did not move, both reactions to high interest rates that prolonged the expected life
of loans held by Fannie Mae and prolonged their losses. According to a 1986 study
by HUD (then the sole regulator for Fannie Mae), the GSE was insolvent on a
mark-to-market basis every year from 1978 through 1984. The worst year was 1981
when estimated net worth fell to minus $11 billion and the corporation actually
booked losses. Ultimately, Fannie Mae was allowed to grow its way out of difficulty,
although it required regulatory forbearance, some tax adjustments, and declining in-
terest rates to return to health after 1985.

All three housing GSEs have safety and soundness regulators who are specifically
charged with examination and testing to keep these risks in check. The Federal
Housing Finance Board oversees the Banks. The Office of Federal Housing Enter-
prise Oversight (OFHEO) oversees Fannie Mae and Freddie Mac for safety and
soundness, while HUD has responsibility for mission oversight. Both the FHFB and
OFHEO have proposed risk-based capital standards that are intended to test the
GSEs for excessive interest rate and credit risk and would require capital holdings
accordingly. If the tests work as intended and are timely, it should be possible for
regulators to require sufficient capital at all times to avoid a repeat of the 1980’s
experience. Those tests are not yet in effect.

Repurchase of mortgage backed securities. The repurchase of their own MBS by
the GSEs can be thought of as a case of repatriating interest rate risk. When mort-
gages are securitized and sold, the GSE retains the credit risk on the loans, but
sells to investors the interest rate risk. MBS are less profitable than portfolio hold-
ings as a result. Repurchase restores profits along with risk. Fannie Mae and
Freddie Mac are the largest holders and purchasers of their own MBS, holding near-
ly 30 percent of their own issuances and in some recent periods repurchasing a vol-
ume equal to or greater than what they issued.
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7 The exception would be if GSE debt and MBS were not good substitutes for one another,
i.e., the products were not well integrated in capital markets.

8 Wallison, Peter J. and Bert Ely. Nationalizing Mortgage Risk: The Growth of Fannie Mae
and Freddie Mac. AEI Studies on Financial Market Deregulation, 2000.

While it is clear that this increases shareholder value, it is difficult to understand
what, if anything, it does for mortgage markets. In order to repurchase the securi-
ties, the GSEs must issue new debt. Given that U.S. capital markets are highly in-
tegrated, mainstream economic theory holds that there should be no lasting change
in yields required by the market on either the debt or the MBS. As a result there
should be no benefit to pass through to housing markets. 7

Larger Risks. The larger risks to the financial system and the economy are sys-
temic risk and systematic risk.

Systemic risk. Systemic risk is the likelihood that a failure of one institution
would cause widespread failures of other institutions and result in severe damage
to the financial system. In the case of the GSEs, the potential for systemic risk is
a direct result of the charter provision that allows depository institutions to hold
their debt and MBS without limit. Normally, depositories are restricted to no more
than 15 percent of capital in loans to a single borrower. According to the Treasury,
banks held over $210 billion in GSE debt 1 year ago, which constituted one-third
of bank capital, and over $355 billion in MBS. These holdings have raised concern
among banking regulators. A failure of a GSE could create a domino effect if it re-
sulted in the sudden loss of capital at banks and thrift institutions, and could strain
the deposit insurance funds were the situation unanticipated or severe enough.

Systematic risk. Systematic risk is basically that risk that cannot be controlled
by diversification. This kind of risk brings to mind the old adage about the dangers
of putting all your eggs in one basket: it is generally a very risky thing to do. In
the case of the GSEs, there are two sides to the risk: first, portfolio theory holds
that diversification makes for better management of risk. But by law, the GSEs can
only diversify so far. Ultimately, they build and grow on a single sector of the econ-
omy, one that because of their dominance and ability to increase dominance, poses
systematic risks for the companies. They cannot diversify away from residential
mortgages without a change in mission. Beyond some point, they cannot continue
to grow without ‘‘breaking out’’ of their assigned market. One recent study estimates
that by 2003, Fannie Mae and Freddie Mac will have to control (retain or guaran-
tee) better than 90 percent of all outstanding conventional/conforming mortgage
loans, and essentially all of new loans originated. 8

On the other side, if the GSEs take over the housing sector, the government runs
systematic risk with respect to the housing sector. So long as the agencies have
their benefits fully operating, the sector becomes dependent upon these companies
and cannot diversify away from them. If the GSEs are allowed into other sectors,
they are better diversified, but the economy is not.

Recall now the data on Treasury and GSE debt. The growth in GSE debt, com-
bined with the projected declines in Treasury debt, has led to consideration of GSE
debt as the ‘‘risk-free’’ benchmark for pricing debt in securities markets. Indeed, the
GSEs have been positioning themselves to fill such a function by regular issuances
of debt in a manner that creates an alternative to the Treasury yield curve. The
possibility that the Federal Reserve might use GSE securities for conducting mone-
tary policy has also arisen. But a major economic drawback of using GSE securi-
ties—or the securities of any other corporation—is that for the benchmark asset to
function properly, it should reflect only risks inherent to the economy overall. GSE
securities, on the other hand, include risks specific to their corporations, in this case
housing sector risks, which are very different than risks to the overall economy. Yet,
because of their inferred safety, the private sector could use them as a benchmark
anyway. Thus, the problem arises again that the GSEs may have cause to expand
their missions to fill the benchmark role.

The point behind creating GSEs is to increase efficiency by improving the alloca-
tion of credit in the economy. But the risk to the economy from introducing what
is effectively a subsidized entity into a new market is that current competition will
be displaced and economic inefficiency increased.

That completes my prepared statement, Mr. Chairman. I will be pleased to re-
spond to any questions you may have.
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Chairman SUNUNU. Thank you very much.
Mr. McCool.

STATEMENT OF THOMAS J. McCOOL
Mr. MCCOOL. Thank you, Mr. Chairman.
Mr. Chairman and members of the Task Force, we are pleased

to be here today to discuss the roles of Fannie Mae and Freddie
Mac in our nation’s housing finance system.

Congress created Fannie Mae and Freddie Mac to promote home
ownership in the United States. The enterprises fulfill their mis-
sion by borrowing funds or issuing mortgage-backed securities and
using the proceeds to purchase home mortgages from banks, thrifts
and other financial institutions.

Financial institutions in turn may use the proceeds from their
mortgage sales to the enterprises to fund additional mortgage
loans, thereby helping to ensure a stable supply of mortgage credit
across the nation.

Most analysts agree that the enterprise’s activities have success-
fully lowered mortgage costs and increased home ownership in the
United States. However, these benefits must be weighed against
the potential costs associated with the Federal Government’s im-
plied sponsorship of the enterprises, in particular, the cost of any
financial assistance the Federal Government might decide to pro-
vide in an emergency situation.

In recent years, GAO has issued several reports that assess the
enterprises’ role in the housing finance system and Federal over-
sight of their activities. My testimony today will briefly discuss top-
ics covered in these reports, including the benefits and costs of the
enterprises’ housing finance activities, Federal efforts to ensure the
enterprises’ safety and soundness and Federal efforts to ensure the
enterprises promote home ownership opportunities for all Ameri-
cans.

Now, I will shorten my discussion of the benefits, since Barbara
has already gone through some of the benefits that the GSEs ob-
tain.

The enterprises are hybrid organizations that contain elements
of both private and public sector organizations. Like many private
companies, the enterprises issue equity and debt instruments to
the investing public. The enterprises have also developed com-
pensation packages that reward top executives for increasing
shareholder value.

On the other hand, the enterprises’ close relationship with the
Federal Government and their Federal charters provide them with
several important advantages over private sector companies. Again,
the most important of these benefits is the perception in the finan-
cial markets that the government would not allow the enterprises
to fail, which allows the enterprises to borrow and issue MBS to
finance mortgage purchases at relatively lower cost than fully pri-
vate firms.

These and other benefits, again, which have been discussed al-
ready, are to some extent passed on to home buyers in the form
of lower mortgage interest rates.

In our report on privatization, which we issued in 1996, we gave
an example of a reduction in mortgage interest rates for a $100,000
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mortgage would add up to about $10 to $25 a month. So again,
there are substantial benefits passed on to homeowners.

However, Federal sponsorship of the enterprises’ activities as
GSEs also creates significant risks and costs. First, the potential
exists that U.S taxpayers would end up paying for a portion of the
enterprises’ debt and MBS obligations which stood at over $2 tril-
lion at the end of 1999.

Second, opportunity costs are generated when the perceived
backing of the GSE by the Federal Government diverts funds from
other financial institutions that may otherwise be able to provide
more efficient services to the public.

Third, opportunity costs can also be generated if a GSE enters
into activities that are outside of its statutory mission.

To help ensure that the enterprises conduct their business in a
safe and sound manner and use their government-provided benefits
to achieve a public purpose, in 1992 Congress passed the Federal
Housing Enterprises Financial Safety and Soundness Act.

This act established the Office of Federal Housing Enterprise
Oversight, OFHEO, to ensure that the enterprises are adequately
capitalized and operating safely and provide the Department of
Housing and Urban Development with additional regulatory au-
thority to ensure that the enterprises fulfill their housing finance
mission.

The 1992 act established OFHEO as an independent agency
within HUD to monitor the enterprises’ financial safety and sound-
ness. The act provided OFHEO with two essential responsibilities
to carry out its mission: first, to establish capital standards for the
enterprises and, second, to establish an examination program.

As required by the 1992 act, OFHEO established minimum cap-
ital standards for the enterprises, which are capital ratios applied
to certain on balance and off balance sheet obligations.

The act also mandated that OFHEO develop a stress test to
serve as the basis for more sophisticated risk-based capital stand-
ards. The purpose of the stress test is to help manage taxpayer
risks by simulating situations where the enterprises are exposed to
adverse credit and interest rate scenarios.

OFHEO has proposed a rule to implement the stress test and
risk-based capital standards and expects to issue a final rule by the
end of 2000.

OFHEO also has the authority to establish an examination pro-
gram, to monitor the enterprises’ management and financial condi-
tions. At the time of our 1997 report, OFHEO has revised its exam-
ination program and implemented an annual examination sched-
ule. OFHEO’s examination staff has generally found that the enter-
prises have been operated in a safe and sound manner.

HUD has statutory authority to ensure that the enterprises ful-
fill their mission of promoting housing and home ownership oppor-
tunity for all Americans. The 1992 act required HUD to develop-
ment, implement and enforce a comprehensive housing mission
regulatory framework. This included setting housing goals which
required the enterprises to meet specified criteria each year for the
purchase of mortgages serving targeted groups.
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In our work, we found that HUD generally adopted a conserv-
ative approach to setting the housing goals that placed a high pri-
ority on maintaining the enterprises’ safety and soundness.

In March of this year, HUD proposed a new rule setting housing
goal requirements for the period 2000 through 2003 which are
higher than the previous goals. HUD believes that the proposed
housing goals will provide strong incentives for the enterprises to
more fully meet the housing needs of targeted groups. The com-
ment period on the proposed rule ended in May. HUD is currently
reviewing comments and expects to issue a final rule by the end
of 2000.

The 1992 act also defined HUD’s general regulatory authority
over the enterprises to ensure that the enterprises’ activities are
consistent with their housing mission and its new mortgage pro-
gram approval authority to review new mortgage programs pro-
posed by the enterprises to ensure the programs are consistent
with the enterprises’ charters and not contrary to the public inter-
est.

In giving HUD this mission oversight authority, Congress cor-
rectly recognized that the enterprises face a natural tension be-
tween maximizing profitability for their shareholders and fulfilling
their housing mission. For example, we have pointed out that the
enterprises have incentives to use the funding advantage associ-
ated with their government sponsorship to make non-mortgage in-
vestments, some of which may result in arbitrage profits.

While our reports found that HUD had not acted promptly to en-
sure that the enterprises’ non-mortgage investments were consist-
ent with their housing mission, in 1997, HUD initiated a rule-
making process designed to develop criteria that would help ensure
that the enterprises’ non-mortgage investments are consistent with
their housing mission and Federal charters. However, HUD has yet
to develop criteria for overseeing the enterprises’ non-mortgage in-
vestments.

Enterprises have also engaged in other complex financial activi-
ties whose relation to their housing mission is not always clear. We
reported on HUD’s approval of a new mortgage program by Fannie
Mae that would have involved Fannie Mae purchasing cash value
life insurance. More recently, the enterprises’ involvement in other
activities have raised questions as to whether they are attempting
to move beyond the secondary mortgage market into areas tradi-
tionally served by private lenders in the primary mortgage market.

In summary, Congress provided Fannie Mae and Freddie Mac
with substantial financial benefits so that they can fulfill their
housing finance mission. There is widespread agreement that the
enterprises’ secondary mortgage activities have lowered the cost of
home ownership for millions of Americans. However, perceived
Federal sponsorship of the enterprises’ activities as GSEs also in-
volves significant risks and costs.

In passing the 1992 act, Congress created a regulatory structure
with the potential to help ensure the enterprises would focus on
and fulfill their public mission without exposing U.S. taxpayers to
undue risk.

In their oversight roles, OFHEO and HUD face a difficult chal-
lenge in ensuring that the enterprises meet their housing respon-
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sibilities in a safe and sound manner while simultaneously being
afforded sufficient latitude to manage their day-to-day business
needs and meet their shareholder obligations.

As large sophisticated institutions, the enterprises have become
engaged in complex financial activities that may serve multiple
purposes. It is difficult to assess the financial risks of many of their
activities as well as the relationship between their activities and
mission achievement.

Nonetheless, the making of such assessments by the enterprises’
regulators and Congress is imperative to ensure that the interests
of U.S. taxpayers are protected.

Mr. Chairman, this concludes my statement. I will be happy to
answer any questions.

[The prepared statement of Thomas J. McCool follows:]

PREPARED STATEMENT OF THOMAS J. MCCOOL, DIRECTOR, FINANCIAL INSTITUTIONS
AND MARKETS ISSUES, GENERAL GOVERNMENT DIVISION

Mr. Chairman and members of the Task Force, we are pleased to be here today
to discuss the roles of Fannie Mae and Freddie Mac in our nation’s housing finance
system. Congress created Fannie Mae and Freddie Mac (the enterprises), the two
largest government sponsored enterprises (GSEs), to promote home ownership in
the United States. The enterprises fulfill their housing mission by borrowing funds
or issuing mortgage-backed securities (MBS) and using the proceeds to purchase
home mortgages from banks, thrifts, and other financial institutions. Financial in-
stitutions, in turn, may use the proceeds from their mortgage sales to the enter-
prises to fund additional mortgage loans, thereby helping to ensure a stable supply
of mortgage credit across the nation. Financial institution mortgage lending is com-
monly referred to as the ‘‘primary residential mortgage market,’’ while the enter-
prises’ mortgage purchase activities are commonly referred to as the ‘‘secondary res-
idential mortgage market.’’

Most analysts agree that the enterprises’ activities have successfully lowered
mortgage costs and increased home ownership in the United States. However, these
benefits must be weighed against the potential costs associated with the Federal
Government’s implied sponsorship of the enterprises, which had combined debt and
MBS liabilities of over $2 trillion at the end of 1999. In particular, the Federal Gov-
ernment could potentially decide to provide financial assistance to the enterprises
in an emergency situation.

In recent years, we have issued several reports that assess the enterprises’ roles
in the housing finance system and Federal oversight of their activities. My testi-
mony today will briefly discuss the following important topics covered in these re-
ports:

• the benefits and costs of the enterprises’ housing finance activities,
• Federal efforts to ensure the enterprises’ safety and soundness, and
• Federal efforts to ensure that the enterprises promote home ownership opportu-

nities for all Americans.

THE BENEFITS AND COSTS OF THE ENTERPRISES’ HOUSING FINANCE ACTIVITIES

The enterprises are hybrid organizations that contain elements of both private-
and public-sector organizations. Like many private companies, the enterprises issue
equity and debt instruments to the investing public. The enterprises have also de-
veloped compensation packages that reward top executives for increasing share-
holder value. On the other hand, the enterprises’ close relationship with the Federal
Government and their Federal charters provide them with several important advan-
tages over private-sector companies. The most important of these benefits is an indi-
rect one—the perception in the financial markets that the government would not
allow the enterprises to fail, which allows them to borrow and issue MBS to finance
mortgage purchases at relatively lower cost than private firms. The enterprises’
Federal charters also exempt them from paying state and local income taxes and
some of the fees charged by the Securities and Exchange Commission for securities
and debt issuances. The charters also provide each enterprise with a $2.25 billion
conditional line of credit with the Treasury Department.

In a May 1996 report, we estimated that the total annual value of these benefits
to the enterprises ranged from $2.2 billion to $8.3 billion on a before-tax basis and
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$1.6 billion to $5.9 billion on an after-tax basis.1 To some extent, the enterprises
pass these savings on to home buyers in the form of lower mortgage interest rates.
Although it is not possible to calculate these savings precisely, we estimate that in
1995 the enterprises’ mortgage purchase activities resulted in savings of about a
quarter of a percentage point annually on a typical $100,000 mortgage. This trans-
lated into savings of about $10 to $25 per month on such a $100,000 mortgage, or
about $3 billion to $7 billion annually for the approximately $2 trillion in mortgages
that the GSEs were eligible to purchase and that were outstanding at the time.2
Most analysts also agree that the enterprises’ activities, such as their imposition of
greater standardization on mortgage products and processes, have also facilitated
the development of an efficient, nationwide mortgage finance system.

However, Federal sponsorship of the enterprises’ activities as GSEs also creates
significant risks and costs. First, the potential exists that U.S. taxpayers would end
up paying for a portion of the enterprises’ debt and MBS obligations, which stood
at over $2 trillion at the end of 1999. In fact, Fannie Mae experienced significant
financial difficulties because of a sharp rise in interest rates between 1981 and
1984, resulting in losses of $277 million. To help Fannie Mae overcome these prob-
lems, the Federal Government provided limited tax relief and relaxed the enter-
prise’s capital requirements. Congress also showed its willingness to assist GSEs
that experience financial difficulty in 1987 when it authorized up to $4 billion to
help the Farm Credit System, another GSE, overcome a farm crisis and the result-
ing increase in loan defaults. Second, opportunity costs can also be generated when
the perceived backing of a GSE by the Federal Government diverts funds from other
financial institutions that may otherwise be able to provide more efficient services
to the public. Third, opportunity costs can also be generated if a GSE enters into
activities that are outside its statutory mission.

To help ensure that the enterprises conduct their business in a safe and sound
manner and use their government-provided benefits to achieve a public purpose, in
1992 Congress passed the Federal Housing Enterprises Financial Safety and Sound-
ness Act (1992 Act). The 1992 Act established the Office of Federal Housing Enter-
prise Oversight (OFHEO) to ensure that the enterprises are adequately capitalized
and operating safely. The 1992 Act also provided the Department of Housing and
Urban Development (HUD) with additional regulatory authority to ensure that the
enterprises fulfill their housing finance mission. As part of the 1992 Act, Congress
concluded that the financial benefits that the enterprises derive from their govern-
ment sponsorship involve a corresponding obligation to meet the mortgage credit
needs of all potential home buyers, including those with low- and moderate-incomes.
This regulatory scheme allows the enterprises to continue to have the same powers
as private companies to conduct their day-to-day business.

In the remaining two sections of my testimony, I will discuss the status of
OFHEO and HUD’s efforts to fulfill their regulatory responsibilities under the 1992
Act.

OFHEO MONITORS THE FINANCIAL SAFETY OF THE ENTERPRISES

The 1992 Act established OFHEO as an independent agency within HUD to mon-
itor the enterprises’ financial safety and soundness. Under the act, OFHEO is sub-
ject to the congressional appropriations process but the enterprises pay assessments
to finance its activities. OFHEO’s budget was about $16 million in fiscal year 1999.
The act provided OFHEO with two essential responsibilities to carry out its safety
and soundness mission: (1) establish capital standards for the enterprises and (2)
establish an examination program.

As required by the 1992 Act, OFHEO has established minimum capital standards
for the enterprises, which are capital ratios applied to certain on-balance-sheet and
off-balance-sheet obligations. OFHEO has consistently classified the enterprises as
in compliance with the minimum capital standards since they were established in
1993. The act also mandated that OFHEO develop a stress test to serve as the basis
for more sophisticated risk-based capital standards. The purpose of the stress test
is to help manage taxpayer risks by simulating, in a computer model, situations
where the enterprises are exposed to adverse credit and interest rate scenarios. The
enterprises are required to hold sufficient capital to withstand these adverse condi-
tions for 10 years, plus an additional 30 percent of the required capital to cover op-
erations and management risk.

Although the 1992 Act directed OFHEO to complete the stress test and risk-based
capital standards by December 1, 1994, OFHEO has not yet completed these tasks.
In an October 1997 report, we identified several reasons for OFHEO’s inability to
comply with the deadline, including (1) the complexity of the task, (2) OFHEO’s de-
cision to develop a new stress test rather than adopt or modify existing stress tests,
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(3) OFHEO’s initial difficulties in obtaining required financial data from the enter-
prises, and (4) greater than expected managerial and technical difficulties.3 OFHEO
has proposed a rule to implement the stress test and risk-based capital standards
and expects to issue a final rule by the end of 2000.

OFHEO also has the authority to establish an examination program to monitor
the enterprises’ management and financial condition. Our 1997 report found that
OFHEO had not been able to implement its plan to examine all relevant operations
of the enterprises on a 2-year schedule. We attributed OFHEO’s inability to meet
the schedule to limited staff resources and the start-up challenges associated with
examining the enterprises, which are extremely large and complex financial institu-
tions. Since that time, OFHEO has revised its examination program and imple-
mented an annual examination schedule. OFHEO’s examination staff has generally
found that the enterprises have been operated in a safe and sound manner.

HUD HAS RESPONSIBILITY FOR OVERSEEING THE ENTERPRISES’ FULFILLMENT OF THEIR
HOUSING MISSION

HUD has statutory authority to ensure that the enterprises fulfill their mission
of promoting housing and home ownership opportunities for all Americans. In pass-
ing the 1992 Act, Congress concluded that HUD’s regulatory framework had not
been effective in ensuring that the enterprises’ activities benefit low- and moderate-
income Americans and those who live in underserved areas, such as central cities
and rural communities (targeted groups). The 1992 Act required HUD to develop,
implement, and enforce a comprehensive housing mission regulatory framework.
Among other provisions, the 1992 Act directed HUD to set housing goals, which re-
quire the enterprises to meet specified criteria each year for the purchase of mort-
gages serving targeted groups.

In 1995, HUD established a final rule for enterprises’ housing goal mortgage pur-
chases for the years 1996 through 1999. In a July 1998 report, we found that HUD
generally adopted a conservative approach to setting the housing goals that placed
a high priority on maintaining the enterprises’ financial soundness.4 For example,
HUD and OFHEO conducted research during the rulemaking process that concluded
that the proposed housing goals were modest and would not materially affect the
enterprises’ financial condition. According to HUD data, the enterprises met or ex-
ceeded the housing goals between 1996 and 1998.

In March of this year, HUD proposed a new rule setting housing goal require-
ments for the period 2000 through 2003. HUD’s proposed housing goals are set high-
er than the goals set for the period 1996 through 1999. According to HUD, the en-
terprises’ share of the affordable housing market remains below desired levels. For
example, banks and other lenders continue to make relatively more mortgage loans
in the primary market to targeted groups than the enterprises purchase in the sec-
ondary residential mortgage market. HUD believes that the proposed housing goals
will provide strong incentives for the enterprises to more fully meet the housing
needs of targeted groups. The comment period on the proposed rule ended in May
2000. HUD is currently reviewing comments and expects to issue a final rule by the
end of 2000.

The 1992 Act also defined HUD’s general regulatory authority over the enter-
prises and its new mortgage program approval authority.5 HUD has the general reg-
ulatory authority to ensure that the enterprises’ activities are consistent with their
housing mission. HUD also has the authority to review new mortgage programs pro-
posed by the enterprises to ensure that the programs are consistent with the enter-
prises’ charters and not contrary to the public interest. In our view, Congress cor-
rectly recognized, in passing the 1992 Act, that the enterprises-given their hybrid
structure-face a natural tension between maximizing profitability for their share-
holders and fulfilling their housing mission.

In a March 1998 report, we provided an example of this natural tension and
HUD’s critical responsibility to exercise its general regulatory authority in a way
that ensures that the enterprises fulfill their housing mission.6 We pointed out that
the enterprises have incentives to use the funding advantage associated with their
government sponsorship to make nonmortgage investments-such as corporate bond
purchases-that may result in arbitrage profits.7 Our report recognized that some
nonmortgage investments, particularly short-term investments, can contribute to
mission achievement by facilitating liquidity in the secondary market for residential
mortgages. However, our report concluded that the relationship between long-term
nonmortgage investments and the enterprises’ housing mission is not entirely clear.

Our March 1998 report found that HUD did not act promptly to ensure that the
enterprises’ nonmortgage investments were consistent with their housing mission.
In fact, HUD did not exercise its general regulatory authority provided in the 1992
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Act until 1997, when a public controversy erupted over Freddie Mac’s investment
in long-term Philip Morris corporate bonds. In 1997, HUD initiated a rulemaking
process designed to develop criteria that would help ensure that the enterprises’
nonmortgage investments are consistent with their housing mission and Federal
charters. We recommended that HUD promptly implement this rulemaking process,
and HUD agreed to do so. However, HUD has not yet developed criteria for over-
seeing the enterprises’ nonmortgage investments.

The enterprises have also engaged in other complex financial activities whose re-
lation to their housing mission is not entirely clear. For example, in our March 1998
report, we pointed out that HUD approved a new mortgage program by Fannie Mae
that would involve Fannie Mae in purchasing cash value life insurance, which is es-
sentially a nonmortgage investment.8 HUD officials told us that they lacked exper-
tise in cash value life insurance when they approved the Fannie Mae program.

More recently, the enterprises’ involvement in other activities-such as automated
underwriting-have raised questions as to whether they are attempting to move be-
yond the secondary mortgage market into areas traditionally served by private lend-
ers in the primary mortgage market. Some lenders believe that the enterprises’
automated systems standardize the mortgage loan process to such an extent that
the lenders’ role in mortgage lending is minimized.

CONCLUSIONS

In summary, Congress provided Fannie Mae and Freddie Mac with substantial fi-
nancial benefits so that they can fulfill their housing finance mission. There is wide-
spread agreement that the enterprises’ secondary mortgage market activities have
lowered the cost of home ownership for millions of Americans. However, perceived
Federal sponsorship of the enterprises’ activities as GSEs also involves significant
risks and costs. In passing the 1992 Act, Congress created a regulatory structure
with the potential to help ensure that the enterprises, in their attempts as private
corporations to create shareholder value, would do so by focusing on and fulfilling
their public missions without exposing U.S. taxpayers to undue risk.

In their oversight roles, OFHEO and HUD face a difficult challenge in ensuring
that the enterprises meet their housing responsibilities in a safe and sound manner,
while simultaneously being afforded sufficient latitude to manage their day-to-day
business needs and meet their shareholder obligations. The enterprises are large,
sophisticated financial institutions. Beyond various nonmortgage investments, the
enterprises have become engaged in complex financial activities that may serve mul-
tiple purposes. Therefore, it is difficult to assess the financial risks of many of their
activities as well as the relationship between their activities and mission achieve-
ment. Nonetheless, the making of such assessments by the enterprises’ regulators
and Congress is imperative to ensure that the interests of U.S. taxpayers are pro-
tected.

Mr. Chairman, this concludes my statement. My colleagues and I would be
pleased to respond to any questions that you or other members of the Task Force
may have.

ENDNOTES

1. Housing Enterprises: Potential Impacts of Severing Government Sponsorship
(GAO/GGD-96-120, May 13, 1996).

2. The enterprises’ charters restrict them from purchasing mortgages above a set
dollar amount, known as the conforming loan limit. The conforming loan limit de-
pends upon how many housing units are financed by a single residential mortgage
loan. The conforming loan limit is currently set at $252,700. The charters also re-
quire the enterprises to meet certain underwriting standards for mortgage loan pur-
chases.

3. Federal Housing Enterprises: OFHEO Faces Challenges in Implementing a
Comprehensive Oversight Program (GAO/GGD-98-6, Oct. 22, 1997).

4. Federal Housing Enterprises: HUD’s Mission Oversight Needs to Be Strength-
ened (GAO/GGD-98-173, July 28, 1998).

5. 12 U.S.C. § 4541-2. The 1992 Act defines a ‘‘new program’’ as being signifi-
cantly different from mortgage programs that have been approved or that represent
an expansion, in terms of the dollar volume or number of mortgages or securities
involved, of programs previously approved.

6. Government-Sponsored Enterprises: Federal Oversight Needed for Nonmort-
gage Investments (GAO/GGD-98-48, Mar. 11, 1998).

7. We defined the term ‘‘arbitrage’’ to mean that the enterprises use their funding
advantage from government sponsorship to raise funds for making certain nonmort-
gage investments. Our definition of arbitrage is similar to the definition of an arbi-
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trage bond defined in reference to Federal income tax exemption for interest on
state and local bonds in the U.S. tax code.

8. The program was called the Mortgage Protection Plan (MPP). Under MPP,
Fannie Mae would purchase a cash value life insurance on a first-time home buyer
after the selected borrower’s residential mortgage was purchased by Fannie Mae
and the borrower agreed to such coverage. MPP was designed to protect Fannie Mae
and the borrower against default caused by the borrower’s death. Fannie Mae did
not go ahead with MPP because of tax law changes.

Chairman SUNUNU. Thank you, Mr. McCool.
Mr. Ely.

STATEMENT OF BERT ELY

Mr. ELY. Mr. Chairman and members of the Task Force, I am
pleased to testify this morning on the economic implications of debt
issued by government-sponsored enterprises, or GSEs. I request
permission to submit additional material to the committee for in-
clusion in the record of this hearing.

Also, I am testifying today on my own behalf. The statements I
will make and the opinions I will offer are mine alone and do not
necessarily reflect those of any client.

I will begin by addressing the issue of the systemic risks posed
by the GSEs and specifically Fannie Mae and Freddie Mac. Within
that context, I will then discuss the amount of GSE obligations fed-
erally-insured banks and thrifts hold relative to their capital. GSE
obligations include mortgage-backed securities the GSEs have
guaranteed as well as the debt they have issued. I will close by of-
fering a recommendation.

Systemic risk arises when the failure of a large financial institu-
tion threatens the stability of the financial markets. While the fail-
ure of a small institution would not threaten financial stability, the
failure of a large institution could. Hence, size matters.

Because stable financial markets are essential to the smooth
functioning of the economy overall, systemic risk must be treated
extremely seriously. Systemic risk also can arise when a large fi-
nancial institution begins to suffer funding problems. That is, it ex-
periences difficulty and high costs in rolling over its debt because
the financial market fears that the institution might be sliding to-
ward insolvency.

That situation arose in the fall of 1998 when a large, highly le-
veraged hedge fund, Long-Term Capital Management, experienced
a funding problem. Although LTCM apparently never was actually
insolvent on a mark-to-market basis, there were grave doubts
about its solvency in the aftermath of the Russian debt market de-
fault in the summer of 1998.

Due only to the intervention of the New York Fed, Long-Term
Capital Management was able to keep rolling over its debt in suffi-
cient quantities to enable it to shrink itself in an orderly manner.

Had LTCM been forced to sell its assets at fire sale prices in
order to pay its maturing debts, chaos would have reigned in the
financial markets. Those fire sale prices would have caused tre-
mendous mark-to-market losses for other financial firms, possibly
rendering some of them insolvent. A cascade of losses could have
wracked global economic havoc.

I mention LTCM because as big as it was, its outstanding debt
at the time of its troubles was less than one-seventh of the amount
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of debt Fannie and Freddie combined had outstanding at the end
of last year. Adding in their MBS, the total outstanding obligations
of Fannie and Freddie at the end of 1999, $2.125 trillion, was 17
times LTCM’s obligations when it crashed. Unquestionably, Fannie
and Freddie pose serious systemic risks. Clearly, they are too-big-
to-fail institutions.

The fact that Fannie and Freddie are GSEs makes it nearly cer-
tain that the Federal Government will rescue them should they ex-
perience financial problems. History bears out this statement. In
1988, Congress threw a $4 billion life ring to the much smaller
Farm Credit System, even though it was solvent on a book value
basis, after yields on FCS debt over longer Treasuries went above
100 basis points, signalling that new FCS debt might become vir-
tually unmarketable.

In 1996, Congress averted a possible default on FICO bonds by
extending the FICO interest bond assessment from S&Ls to all fed-
erally-insured depository institutions. And, of course, Congress
coughed up approximately $160 billion drawn from various sources
to ensure that the Federal deposit insurance commitment would be
met for all failed S&Ls.

Much has been made in hearings held earlier this year by the
Capital Markets Subcommittee of the House Banking Committee
that a statutorily required stress test will prevent Fannie or
Freddie from reaching insolvency. Although OFHEO has strived
valiantly to implement this stress test, the test will not prevent ei-
ther Fannie or Freddie from creating systemic risk.

This is a most important point that Representative Richard
Baker, chairman of the Capital Markets Subcommittee, made in a
hearing last Thursday. This is the case because any meaningful de-
terioration in the financial condition of either Fannie or Freddie,
even if neither is insolvent, will create funding problems for both
GSEs since they are, for all practical purposes, Siamese twins.

According to a recent American Banker article, over two-thirds of
federally-insured banks and thrifts hold more GSE debt and MBS,
relative to their capital, than would be permissible for them to hold
if GSE obligations were held to the same loan-to-one borrower and
investment-per-company rules that apply to credit extensions by
banks and thrifts to genuinely private organizations.

Due to data limitations, it is not possible to identify the specific
GSEs for which banks and thrifts have exceeded the credit limits
applicable to private entities. However, given their enormous size
relative to the other GSEs, most banks and thrifts are overexposed
to Fannie and Freddie obligations.

This overexposure has undoubtedly created solvency concerns
about banks and thrifts heavily invested in GSE debt and MBS
should Fannie or Freddie get into trouble. This is the case because
if funding problems drove down the market value of GSE debt, that
drop would cause capital reductions in banks and thrifts that
would trigger regulatory sanctions that in turn would force banks
and thrifts to reduce their lending to consumers and businesses.
The resulting credit crunch could easily cause a recession, which
would magnify the downward spiral.

If banks and thrifts continue to hold a proportionate share of the
total amount of Fannie and Freddie obligations, then Fannie’s and
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Freddie’s continued growth will increase the systemic risk they
pose to America’s banks and thrifts.

Ironically, the growing presence of Fannie and Freddie obliga-
tions on bank and thrift balance sheets further increases the likeli-
hood that the Federal Government will rescue the GSEs should
they experience funding problems because of the adverse effects
that those problems would have on federally-insured depository in-
stitutions.

Although the reforms Congress enacted in the early 1990’s have
essentially eliminated the taxpayer risk posed by Federal deposit
insurance, Congress would still understandably be concerned about
the credit crunch effects of Fannie and Freddie’s funding problems.

While GSE obligations owned by banks and thrifts should be
subject to the same loan and investment limitations applicable to
the obligations of private sector firms, forcing banks and thrifts to
trim their Fannie and Freddie obligations would merely shift sys-
temic risk elsewhere in the financial system, not eliminate it. In
any event, the GSE exception to these limitations should be of less
concern to Congress than the enormous and increasing size of these
two undercapitalized GSEs.

Until such time as Fannie and Freddie can be transformed into
genuinely private sector firms by eliminating their special privi-
leges, Congress must ensure that a reliable mechanism is in place
to rescue Fannie or Freddie should one of them stumble financially.
Because there are innumerable reasons why they might stumble,
some of which lie outside the U.S. financial system, it would be
pointless to try to prevent an external event. Instead, if needed, a
rescue mission should be executed as quickly and smoothly as pos-
sible.

It would be foolhardy to rely upon ‘‘market discipline’’ to prevent
a stumble because the exercise of market discipline could collapse
the financial markets. We got a whiff of that potential effect in the
aftermath of Treasury Under Secretary Gary Gensler’s testimony
in March before the Capital Markets Subcommittee when yields on
Fannie and Freddie debt shot up at the mere suggestion that they
are not government-backed institutions.

The two existing rescue mechanisms are grossly inadequate.
First, Fannie’s and Freddie’s Treasury lines of credit, at $2.25 bil-
lion for each institution, pale in light of the total amount of their
outstanding debt in MBS. Fannie’s line of credit is less than .2 per-
cent of its outstanding obligations. The comparable figure for
Freddie is about 2.5 percent, or in effect one-four-hundredth of its
outstanding obligations.

Second, if Congress were out of session and the Treasury lines
of credit had been fully drawn down, then presumably the Fed
could lend to Fannie and Freddie or buy their securities. But to do
so, the Fed would have to sell a like amount of Treasury securities.
Massive sales of Treasury debt could be highly disruptive to the fi-
nancial markets.

Key, therefore, to dealing with a Fannie or Freddie funding crisis
would be congressional enactment of a line of credit comparable to
the life ring Congress tossed to the Farm Credit System in 1988
that the Treasury Department could draw upon to keep the finan-
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cial markets funding Fannie and Freddie even if these GSEs were
experiencing financial difficulties.

That action would give Congress time resolve their problems in
a manner that would minimize the cost of any rescue. As distaste-
ful as this recommendation may seem, going forward with the
present limited rescue resources is playing Russian roulette with
the U.S. economy.

Mr. Chairman and members of the Task Force, I thank you for
your time, and I welcome your questions.

[The prepared statement and other submitted materials of Bert
Ely follows:]

PREPARED STATEMENT OF BERT ELY, ELY & CO., INC.

ECONOMIC IMPLICATIONS OF DEBT ISSUED BY GOVERNMENT-SPONSORED ENTERPRISES

Mr. Chairman and members of the Task Force on Housing and Infrastructure, I
am pleased to testify this morning on the economic implications of debt issued by
government-sponsored enterprises, or GSEs. I request permission to submit addi-
tional material to the Committee for inclusion in the record of this hearing, specifi-
cally a monograph I co-authored recently, titled ‘‘Nationalizing Mortgage Risk: The
Growth of Fannie Mae and Freddie Mac.’’ Also, I am testifying today in my own
behalf. The statements I will make and the opinions I will offer are my alone and
do not necessarily reflect those of any client.

I will begin by addressing the issue of the systemic risk posed by the GSEs, and
specifically Fannie Mae and Freddie Mac. Within that context, I will then discuss
the amount of GSE obligations federally insured banks and thrifts hold relative to
their capital. GSE obligations include mortgage-backed securities, or MBS, the
GSEs have guaranteed as well as the debt they have issued. I will close by offering
a recommendation.

SYSTEMIC RISK

Systemic risk arises when the failure of a large financial institution, due to its
actual or apparent insolvency, threatens the stability of the financial markets.
While the failure of a small institution would not threaten financial stability, the
failure of a large institution could. Hence, size matters. Because stable financial
markets are essential to the smooth functioning of the economy overall, systemic
risk must be treated extremely seriously.

Systemic risk also can arise when a large financial institution begins to suffer
funding problems; that is, it experiences difficulty and high cost in rolling over its
debt because of financial market fears that the institution might be sliding toward
insolvency. That situation arose in the fall of 1998 when a large, highly leveraged
hedge fund, Long Term Capital Management, or LTCM, experienced a funding prob-
lem. Although LTCM apparently never was actually insolvent, on a mark-to-market
basis, there were grave doubts about its solvency in the aftermath of the Russian
debt default in the summer of 1998.

Due only to the intervention of the Federal Reserve Bank of New York, LTCM
was able to keep rolling over its debt in sufficient quantities to enable it to shrink
itself in an orderly manner. Had LTCM been forced to sell its assets at fire-sale
prices, in order to pay its maturing debt, chaos would have reigned in the financial
markets. Those fire-sale prices would have caused tremendous mark-to-market
losses for other financial firms, possibly rendering some of them insolvent. A cas-
cade of losses could have wracked global economic havoc.

I mention LTCM because as big as it was, its outstanding debt at the time of its
troubles was less than one-seventh of the amount of debt Fannie and Freddie com-
bined had outstanding at the end of last year. Adding in their MBS, the total out-
standing obligations of Fannie and Freddie at the end of 1999, $2.125 trillion, was
17 times LTCM’s obligations when it crashed. Unquestionably, Fannie and Freddie
pose serious systemic risks. Clearly, they are too-big-to-fail financial institutions.

The fact that Fannie and Freddie are GSEs makes it nearly certain that the Fed-
eral Government will rescue them should they experience financial problems. His-
tory bears out this statement. In January 1988, Congress threw a $4 billion life ring
to the much smaller Farm Credit System, or FCS, even though it was solvent on
a book-value basis, after yields on FCS debt over longer term Treasuries went above
100 basis points, signalling that new FCS debt might become virtually unmarket-
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able. In September 1996, Congress averted a possible default on the so-called FICO
bonds by extending the FICO bond interest assessment from savings-and-loans, or
S&Ls, to all federally insured depository institutions. And of course, starting in
1989, Congress coughed up approximately $160 billion, drawn from various sources,
to ensure that the Federal deposit insurance commitment would be met for all failed
S&Ls.

Much has been made in hearings held earlier this year by the Capital Markets
Subcommittee of the House Banking Committee that a statutorily required stress
test will prevent Fannie or Freddie from reaching insolvency. Although the Office
of Federal Housing Enterprise Oversight, or OFHEO, has strived valiantly to imple-
ment this stress test, the test will not prevent either Fannie or Freddie from creat-
ing systemic risk. This is a most important point that Rep. Richard Baker, Chair-
man of the Capital Markets Subcommittee, made in a hearing last Thursday. This
is the case because any meaningful deterioration in the financial condition of either
Fannie or Freddie, even if neither is insolvent, will create funding problems for both
GSEs since they are, for all practical purposes, Siamese twins.

INVESTMENTS BY BANKS AND THRIFTS IN GSE OBLIGATIONS

According to a recent (April 14, 2000) American Banker article, over two-thirds
of federally insured banks and thrifts hold more GSE debt and MBS, relative to
their capital, than would be permissible for them to hold if GSEs obligations were
held to the same loan-to-one-borrower and investment-per-company rules that apply
to credit extensions by banks and thrifts to genuinely private organizations. Due to
data limitations, it is not possible to identify the specific GSEs for which banks and
thrifts have exceeded the credit limits applicable to private entities. However, given
their enormous size, relative to the other GSEs, most banks and thrifts are most
overexposed to Fannie and Freddie obligations.

This overexposure has understandably created solvency concerns about banks and
thrifts heavily invested in GSE debt and MBS should Fannie or Freddie get into
trouble. This is the case because if funding problems drove down the market value
of GSE debt, that drop would cause capital reductions in banks and thrifts that
would trigger regulatory sanctions that, in turn, would force banks and thrifts to
reduce their lending to consumers and businesses. The resulting credit crunch could
easily cause a recession, which would magnify the downward spiral. If banks and
thrifts continue to hold a proportionate share of the total amount of Fannie and
Freddie obligations, then Fannie’s and Freddie’s continued growth will increase the
systemic risk they pose to America’s banks and thrifts.

Ironically, the growing presence of Fannie and Freddie obligations on bank and
thrift balance sheets further increases the likelihood that the Federal Government
will rescue the GSEs should they experience funding problems because of the ad-
verse effect those problems would have on federally insured depository institutions.
Although reforms Congress enacted in the early 1990’s have essentially eliminated
the taxpayer risk posed by Federal deposit insurance, as I explain in a paper titled
‘‘Banks Do Not Receive a Federal Safety Net Subsidy,’’ Congress would still under-
standably be concerned about the credit-crunch effects of Fannie’s and Freddie’s
funding problems.

While GSE obligations owned by banks and thrifts should be subject to the same
loan and investment limitations applicable to the obligations of private-sector firms,
forcing banks and thrifts to trim their Fannie and Freddie obligations would merely
shift systemic risk elsewhere in the financial system, not eliminate it. In any event,
the GSE exception to these limitations should be of less concern to Congress than
the enormous and ever increasing size of the two undercapitalized GSEs.

WHAT TO DO ABOUT THE SYSTEMIC RISKS FANNIE AND FREDDIE POSE

Until such time as Fannie and Freddie can be transformed into genuinely private-
sector firms by eliminating their special privileges, Congress must ensure that a re-
liable mechanism is in place to rescue Fannie and Freddie should one of them stum-
ble financially. Because there are innumerable reasons why they might stumble,
some of which lie outside the U.S. financial system, it would be pointless to try to
prevent an external event. Instead, if needed, a rescue mission should be executed
as quickly and smoothly as possible.

It would be foolhardy to rely upon ‘‘market discipline’’ to prevent a stumble be-
cause the exercise of market discipline could collapse the financial markets. We got
a whiff of that potential effect in the aftermath of Treasury Under Secretary Gary
Gensler’s testimony in March before the Capital Markets Subcommittee when yields
on Fannie and Freddie debt shot up at the mere suggestion that they are not gov-
ernment-backed institutions.
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The two existing rescue mechanisms are grossly inadequate. First, Fannie’s and
Freddie’s Treasury lines of credit, at $2.25 billion for each institution, pale in light
of the total amount of their outstanding debt and MBS. Fannie’s line of credit is
less than .2 percent of its outstanding obligations; the comparable figure for Freddie
is about .25 percent. Second, if Congress were out of session and the Treasury lines
of credit had been fully drawn, then presumably the Fed could lend to Fannie and
Freddie or buy their securities, but to do so, the Fed would have to sell a like
amount of Treasury securities. Massive sales of Treasury debt could be highly dis-
ruptive to the financial markets.

Key, therefore, to dealing with a Fannie or Freddie funding crisis would be con-
gressional enactment of a line of credit, comparable to the life ring Congress tossed
to the Farm Credit System in 1988, that the Treasury Department could draw upon
to keep the financial markets funding Fannie and Freddie even if these GSEs were
experiencing financial difficulties. That action would give Congress time to resolve
their problems in a manner that would minimize the cost of any rescue. As distaste-
ful as this recommendation may seem, going forward with the present limited res-
cue resources is playing Russian roulette with the U.S. economy.

Mr. Chairman and members of the Task Force, I thank you for your time. I wel-
come your questions.

ELY & COMPANY, INC.,
FINANCIAL INSTITUTIONS AND MONETARY POLICY CONSULTING,

Alexandria, VA, July 29, 2000.
Hon. EVA M. CLAYTON,
U.S. House of Representatives, Washington, DC.

DEAR MS. CLAYTON: I am writing to clarify an answer I gave to a question you
posed to me at the Budget Committee’s Housing and Infrastructure Task Force
hearing on Tuesday about the GSEs. I stated something to the effect that I do not
believe that the lower interest rates Fannie Mae and Freddie Mac provide are nec-
essarily beneficial to housing finance. However, I am not an advocate of high mort-
gage interest rates. Instead, I fear that the interest rate subsidy Fannie and Freddie
deliver may actually harm housing affordability if that subsidy gets overcapitalized
in housing prices. Let me explain.

At present interest rate levels, a .25 percent reduction in the rate on a 30-year
fixed-rate mortgage enables a borrower to finance a mortgage approximately 2.4
percent larger than the borrower could finance without that interest rate reduction;
a .375 percent rate reduction will finance an approximately 3.6 percent larger mort-
gage. While that may seem desirable, if the existence of the Fannie/Freddie subsidy
causes housing prices to rise by more than 2.4 percent to 3.6 percent, then it is the
seller of a house, rather than the buyer, who receives the benefit of the mortgage
subsidy. My research suggests that at times, and perhaps much of the time, Fannie
and Freddie’s interest rate subsidy has been overcapitalized in housing prices, thus
making it more difficult for moderate income people to buy a home. In my opinion,
a more much effective and lower cost housing finance subsidy would target the sub-
sidy to just those homebuyers on the cusp of home ownership.

I would welcome the opportunity to meet with you to discuss in greater depth the
issues you raised at the hearing.

Very truly yours,
BERT ELY.

NATIONALIZING MORTGAGE RISK: THE GROWTH OF FANNIE MAE AND FREDDIE MAC

Peter J. Wallison and Bert Ely

1. INTRODUCTION

Fannie Mae and Freddie Mac are today the largest financial institutions in the
United States. Many economic studies, including one by the Congressional Budget
Office (CBO), have concluded that these government-sponsored enterprises (GSEs)
receive an implicit government subsidy arising out of the statutory benefits they re-
tained at the time they were ‘‘privatized’’ (Fannie in 1970, Freddie in the 1980’s).
In 1996, the CBO estimated the value of that subsidy at $6.5 billion for the previous
year, and the subsidy has grown substantially larger since then.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00153 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



150

1 In its 1996 report, Assessing the Public Costs and Benefits of Fannie Mae and Freddie Mac,
CBO concluded that the GSEs reduced interest rates in the conventional/conforming market by
passing along about two-thirds of the implicit subsidy they received from the government, while
retaining the balance for themselves. CBO estimated that subsidy as $6.5 billion in 1995, a fig-
ure that was derived by estimating the GSEs’ funding cost savings as a result of their implicit
government backing. Prior assessments of the GSEs’ credit quality had concluded that, without
government backing, Fannie and Freddie would have private-sector credit ratings in the Aa
range. That permited CBO to estimate the savings attributable to the government’s implicit
credit enhancement by computing the difference between the costs the GSEs would have faced
without government backing and the costs they actually paid. That savings was estimated at
about 50 basis points for each dollar of funds acquired. CBO then noted that the difference be-
tween interest rates in the jumbo market and those in the conventional/conforming market
amounted to approximately 35 basis points, and concluded that the GSEs were retaining about
15 basis points, or about one-third of their implicit subsidy.

According to the CBO, only a portion of that subsidy is actually passed along to
the mortgage markets.1 The balance, almost a third, is retained for the share-hold-
ers and managements of the two companies, accounting for more than 40 percent
of their 1995 profits (which ranked them among the most profitable publicly held
companies in the United States).

The lower interest rates that Fannie and Freddie can command because of their
government backing permit them to out-compete any private-sector rival and to
dominate any market they are permitted to enter. Although their charters are sup-
posed to limit their activities preventing them from competing with companies that
must raise their funds without government backing the vagueness of the charters
and the political power of Fannie and Freddie have enabled them to expand with
few constraints. That they can and do make soft-money political contributions, hire
legions of lobbyists, and employ people with close ties to Congress as top manage-
ment further ensures their insulation from scrutiny.

Meanwhile, their dominance of the residential mortgage markets grows ever
greater. Reasonable projections based on statements by Franklin Raines, the chair-
man of Fannie Mae, suggest that, by the end of 2003, the two companies will have
assumed the risk associated with almost half of all the residential mortgages in the
United States. That means that the taxpayers, who ultimately stand behind the ob-
ligations of these two companies, will have unwittingly become responsible for al-
most $3 trillion of residential mortgage risk that should be on the books of private
sector firms.

An important decision point lies immediately ahead. As shown in this analysis,
in 4 years, Fannie and Freddie will have either acquired for their portfolios or guar-
anteed more than 91 percent of all the conventional/conforming mortgages in the
United States. Those are the high-quality loans on middle-class homes that have
until now been virtually the only mortgages the GSEs would purchase. As they grow
beyond their traditional market segment, Fannie and Freddie will have to purchase
increasing amounts of lower-quality loans and hold more of those loans in portfolio,
increasing their risks. If they fully hedge those risks, their extraordinary profit-
ability will decline.

The question is whether Fannie and Freddie will (1) slow their growth to reduce
the risks they take on; (2) continue their growth at the rate Franklin Raines pre-
dicted, but accept reduced profitability by hedging those risks; or (3) continue the
growth in both those assets and risks in order to achieve high profitability. The evi-
dence is that they are pursuing the third course.

To be sure, there is nothing wrong with growth, risk, or profitability. But the
growth of the GSEs—aided as it is by government support—creates enormous risks
for taxpayers only a decade after the savings and loan bailout, and it threatens to
drive a whole sector of the private financial community out of the residential mort-
gage market. Those factors raise serious policy issues. The purpose of this study is
to examine the implications of that growth for the mortgage market, for those who
compete with Fannie and Freddie, and for the nation’s taxpayers.

Chapter 2 provides background on the GSEs and the mortgage markets. It out-
lines the statutory links to the Federal Government that have led the financial mar-
kets to conclude that Fannie and Freddie will not be allowed to fail, describes the
mortgage market in the United States, and summarizes both the functions and
growth of the GSEs.

Chapter 3 contains detailed information on the structure of the residential mort-
gage market today, the growth of Fannie and Freddie’s share of that market since
1995, and (if the forecasts of Fannie’s chairman are correct) the share they will hold
together and separately at the end of 2003. It shows that the GSEs’ total risk in-
cluding both the mortgages they will own and those they have guaranteed will in-

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00154 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



151

crease from somewhat more than a third of the market today to almost half of a
much larger market 4 years hence.

The growth of Fannie and Freddie in relation to the growth of the conventional/
conforming sector of the market is examined in chapter 4. It shows that, beginning
in 1998, they were already acquiring more net mortgage assets in each year than
the total net principal amount of the conventional/conforming loans made in that
year. The data presented in chapter 4 also show that, by the end of 1998, Fannie
and Freddie were holding in portfolio or had guaranteed more than 73 percent of
all conventional/conforming mortgages, and that figure could reach almost 92 per-
cent by 2003.

The implications of that growth are addressed in chapter 5, which discusses the
possibility that to make up for the absence of sufficient conventional/conforming
mortgages—Fannie and Freddie will have to drive deeper into the subprime mar-
kets, taking more risk and displacing more of the genuine private-sector lenders
who have traditionally made these loans. The chapter also discusses other financial
services that Fannie and Freddie might be preparing to offer if their charters are
not more strictly interpreted.

Chapter 6 continues the analysis of the implications of GSE growth, focusing on
the risks to taxpayers that will be associated with the nationalization of almost half
the residential mortgage market by 2003. The chapter points out that Fannie and
Freddie have a choice—to hedge the greater risks they will be taking and reduce
their profitability, or to maintain their level of profit growth by taking greater risk.
It suggests that the incentives of management and the pressures of the financial
markets will push the two GSEs toward greater risk-taking.

The study’s conclusion notes that there is an inherent conflict between the GSEs’
status as private, profit-making companies and the government mission they are ex-
pected to perform. There is ample evidence that their government mission is no
longer necessary, and that they are using the subsidy they receive primarily to en-
hance their profitability and to dominate their market. Even if that were not true,
the risks they are creating for taxpayers and the threat they represent to non-sub-
sidized private-sector competitors would argue strongly for more strictly confining
them to limited areas of activity, eliminating their links to the government, or tak-
ing steps toward recapturing their subsidy through a complete privatization.

2. BACKGROUND

The Federal National Mortgage Association (popularly known as Fannie Mae) and
the Federal Home Loan Mortgage Corporation (Freddie Mac) are two government-
chartered and government-sponsored corporations that have been assigned the stat-
utory mission of improving liquidity in the middle-class residential mortgage mar-
kets by buying and selling residential mortgages.

Fannie Mae and Freddie Mac carry on their functions in two ways—by purchasing
and holding mortgages originated by mortgage lenders, and by placing their guaran-
tee on securities (mortgage-backed securities, or MBSs) that represent an interest
in pools of mortgages they have assembled. Whether they are holding mortgage
loans or MBSs in their portfolio or are guaranteeing MBSs that are then sold to
investors, they are assuming the credit risk associated with those loans.

Although initially established to enhance liquidity in the mortgage markets, it is
doubtful that Fannie and Freddie are necessary for that purpose today. Many pri-
vate organizations are now capable of purchasing mortgages from originators and
selling them—either directly or through securitization—into the capital markets.
However, Fannie and Freddie now argue that they perform their public mission by
reducing interest rates on the mortgages they are permitted to buy, and thus help
homebuyers to obtain lower-cost financing. That claim is dubious; economists believe
that the lower rates attributable to the GSEs’ subsidized borrowing are simply cap-
italized into the cost of the homes, thus benefiting developers and home sellers rath-
er than buyers.

Fannie and Freddie were originally government agencies but were ‘‘privatized’’
when they were permitted to sell shares to the public. Today, both companies are
among the largest and most profitable financial institutions in the world, with their
securities listed on the New York Stock Exchange.

The unusual thing about their privatization, however, is that Fannie and Freddie
continue to retain a large number of connections to the government, as well as var-
ious privileges and immunities that no genuinely private company can claim:

• The president appoints up to five members (a minority) of their boards of direc-
tors.

• The secretary of the Treasury is authorized to invest up to $2.25 billion in their
securities, and to approve their issuance of debt.
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2 Although Ginnie Mae can borrow at a lower rate than Fannie and Freddie, the GSEs have
been able, from time to time, to offer a lower mortgage rate to many subprime borrowers eligible
for FHA and VA loans. That may be a consequence of the fact that Fannie and Freddie’s MBSs
have greater liquidity than Ginnie Mae’s, and perhaps shorter duration. It may also be attrib-
utable to better underwriting skills at Fannie and Freddie, which might leave Ginnie with high-
er credit losses. It remains to be seen whether Fannie and Freddie will be able to maintain a
permanent beachhead in the FHA/VA market.

3 The limit, which is keyed to housing prices, was $240,000 in 1999.
4 Not to be outdone, in a November 1999 statement to securities analysts, Leland Brendsel,

the chairman of Freddie Mac, also predicted a mid-teens growth in profitability, without specify-
ing the period over which that would occur.

• They are exempt from state and local income taxes and from the requirement
to register their securities with the Securities and Exchange Commission.

• Their debt securities are eligible for open-market transactions by the Federal
Reserve Board and for investment by insured banks.

• Their debt securities are eligible collateral for the Federal Government’s depos-
its of tax revenues in banks.

• Their securities require only a 20 percent risk weighting (versus 100 percent
for the securities and debt of private companies) under the Basel risk-based capital
standards applicable to banks.

Those extraordinary advantages have convinced the capital markets that the Fed-
eral Government will never allow Fannie and Freddie to fail. Thus, they are able
to sell their debt securities at interest rates that are consistently better than any
AAA-rated corporation in the world and just slightly above the rate paid by the
Treasury itself. Moreover, that favored position allows them to operate with capital
levels that are much lower than those of other financial intermediaries, since the
capital markets are not concerned that those low capital levels will ever mean losses
to the holders of their debt or their MBSs.

THE MARKET IN WHICH THE GSES OPERATE

The residential mortgage market is composed of a number of segments—govern-
ment-guaranteed Veterans Administration (VA) and Federal Housing Administra-
tion (FHA) loans; multifamily housing loans; middle-class mortgages (known as con-
ventional/conforming mortgages, the basic loans that Fannie Mae and Freddie Mac
purchase or guarantee); subprime loans (loans with credit deficiencies); home equity
loans; and so-called jumbo loans, which exceed the size limit on conventional/con-
forming loans.

According to Federal Reserve data, FHA and VA loans constitute about 11 percent
of the total market. Although similarly authoritative numbers are difficult to obtain
for jumbo loans, most observers agree that those mortgages constitute another 15
percent of the market. Fannie and Freddie cannot compete for most FHA and VA
loans, since those are purchased and marketed by the Government National Mort-
gage Association (known as Ginnie Mae), an on-budget government agency that ob-
tains its funds at Treasury rates and thus can offer lower rates than can Fannie
and Freddie.2 Nor can Fannie and Freddie compete for jumbo mortgages, which
have initial loan amounts above $252,700, the limit on the size of the loans Fannie
and Freddie can purchase in the year 2000.3

That leaves 74 percent of the total residential market in which Fannie and
Freddie can invest. Of that portion, most are conventional/conforming loans; the bal-
ance are subprime, home equity, and multifamily housing loans.

In the past, the GSEs purchased almost exclusively conventional/conforming
loans, because those are the best credits available in the middle-class market. But
increasingly in recent years—as they have foreseen that their need for assets will
outstrip the conventional/conforming market—the GSEs have entered the market
for subprime, home equity, and multifamily housing loans. Those assets are riskier
middle-class credits, since they represent loans to borrowers with impaired credit
(subprime loans), subordinated debt (home equity loans), and rental housing (multi-
family).

GSE GROWTH

In a statement to a September 1999 financial conference, Franklin Raines pre-
dicted that by the end of 2003 Fannie Mae will have 28 percent of the U.S. residen-
tial mortgage market, and that its profitability will have doubled. Raines’s forecast
implies an 11.3 percent annual rate of growth in risk and a 15 percent annual rate
of growth in profitability during 1999 and over the following 4 years.4
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The Raines statement provides a valuable benchmark for assessing both the steps
that Fannie Mae must take to achieve that goal and the shape of the residential
mortgage market in 2003, if the goal has then been achieved.

At the end of 1999, the residential mortgage market—that is, all outstanding resi-
dential mortgage loans in the United States—had an aggregate book value of just
over $5 trillion. In 1998 and 1999, that market grew strongly—by more than 8 per-
cent each year. But its long-term growth rate has been about 6 percent. If we make
the conservative assumption that the residential mortgage market will grow at that
rate for the next 4 years, it will have a total value of about $6.4 trillion in the year
2003.

Thus, when its chairman predicts that Fannie Mae will have 28 percent of the
residential mortgage market in 2003, he is saying that it will in that year have as-
sumed the risk of mortgage loans with an aggregate value of more than $1.8 trillion.
At that size, Fannie Mae may or may not be the largest financial institution in the
world—depending on the size of future mergers among the world’s largest banks—
but it will unquestionably be the largest S&L the world has ever seen.

And in second place will be Freddie Mac, which in 1999 was about two-thirds the
size of Fannie. If we assume that that relative size differential will continue through
2003, then Freddie Mac will hold in portfolio, or will have guaranteed, mortgages
with an aggregate value of more than $1.2 trillion, a growth rate of 11.4 percent
between 1998 and 2003.

Together, then, the GSEs in 2003 will be bearing the risk associated with more
than $3 trillion in residential mortgages, or almost 48 percent of all home mortgages
in the United States. The balance of the market—barely more than half—will be
left to the thousands of private, non-subsidized lenders who have traditionally pro-
vided mortgage finance in the United States.

Those extraordinary facts have a number of equally startling corollaries:
• Since the U.S. government stands behind the obligations of the GSEs, the na-

tion’s taxpayers—rather than the shareholders of private sector mortgage lenders—
will ultimately bear the risks associated with almost half of all the residential mort-
gage debt outstanding in the United States.

• If the total residential mortgage market is growing at 6 percent a year, and
Fannie and Freddie are growing, respectively, at 11.3 percent and 11.4 percent a
year, then the GSEs cannot achieve their growth goals solely within their tradi-
tional segment of the residential mortgage market. They will have to strike out into
other areas.

• The current private-sector sources of mortgage finance will be forced to consoli-
date and will gradually be squeezed out of the residential market; in effect, half of
that sector of the economy will have been nationalized.

• Just as ominously, achieving a 15 percent annual rate of profit growth will re-
quire that Fannie and Freddie take on and retain more financial risk—in a process
reminiscent of the S&L industry’s ultimately fatal effort to achieve high levels of
profitability only fifteen years ago.

3. MARKET SHARES

Table 3–1 shows the growth of the residential mortgage markets since 1995. The
data for the size of the FHA/VA market (line 3), multifamily mortgages (line 5), and
the mortgage market as a whole (line 6), during the years 1995 through 1998, are
taken from reports published by the Federal Reserve Board. Information on the size
of the jumbo market (line 1) and the conventional/conforming market (line 2) was
derived from industry sources. Other one-to-four-family mortgages (line 4), a resid-
ual figure, consists primarily of subprime and home equity loans. For the purpose
of this study, those loans and multifamily loans (loans for apartment buildings)
have been combined into a category called ‘‘all other.’’

ASSUMPTIONS AND DATA

The projections for 1999 through 2003 are based on our judgment that the very
strong residential real estate market during 1998 and 1999 will return gradually
over the next 4 years to its historical pattern. Thus, although the market grew by
9.3 percent in 1998, we project that it will have grown by about 8 percent when
all the data on 1999 are in, by 7 percent in 2000, and by 6 percent in each of the
3 years thereafter.

Historically, total residential real estate mortgage debt has grown slightly faster
than nominal gross domestic product (GDP). In that context, residential mortgage
debt’s extraordinary growth in 1998 cannot be expected to continue. If we assume
that the market will gradually return to its historic growth pattern in relation to
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GDP, that would reinforce the projection of a gradual return to a 6 percent growth
rate beginning in 2001.
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5 In a recent statement, Fannie chairman Franklin Raines divided the residential mortgage
market into seven subcategories: conventional/conforming (49 percent), FHA/VA (11 percent),
jumbo (19 percent), subprime (6 percent), home equity loans (6 percent), seller-financed (2 per-
cent), and multifamily (7 percent).

6 If Mr. Raines is correct that the jumbo market is 19 percent of the total, that would indicate
that Fannie and Freddie have an even larger percentage of the total eligible market.

The division of the market into four subcategories—jumbo, conventional/conform-
ing, FHA/VA, and all other (subprime, home equity, and multifamily loans)—is nec-
essarily somewhat arbitrary. There are no official or government estimates of the
size of key market segments; apart from FHA/VA and multifamily mortgages, there
are no formally recognized and defined subcategories into which the market has
been divided for purposes of official reporting.

Although official figures are lacking, there is a wide variety of unofficial market
breakdowns.5 The data we have received from market sources, however, indicate
that jumbo loans account for about 15 percent of the market and FHA-VA loans for
about 11 percent. Accordingly, conventional/conforming plus all other loans—the
loans in which Fannie and Freddie can invest—account for about 74 percent.6

FANNIE AND FREDDIE MARKET SHARES

Table 3–2 contains data on the respective market shares of Fannie and Freddie.
The information on their shares between 1995 and 1998 was derived by comparing
the information in their financial statements to known market totals. For the years
after 1998, we assumed a growth rate in market shares that would permit Fannie
Mae to reach the 28 percent market share projected by Franklin Raines for the year
2003. We then assumed that Freddie’s growth rate would be such as to maintain
its market share in relation to Fannie. That means that Fannie, which had grown
at a rate of 11.2 percent annually between 1995 and 1998 (line 11), would have to
grow at a slightly greater rate, 11.3 percent, from 1999 through 2003, and that
Freddie would have to increase its growth rate from 9 percent to 11.4 percent (line
17).
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7 Serious questions arise if Fannie and Freddie are now meeting their growth objectives by
purchasing MBSs that are already outstanding in the market. If their purchases of MBSs are
made in sufficient amounts to increase prices and decrease yields on outstanding MBSs, then
Fannie and Freddie will be reducing the spread between their borrowing costs and the yield
they receive on their MBS portfolios. That in itself will raise their risks. If their purchases do
not substantially affect yields in the MBS market, however, it is questionable whether that ac-
tivity has any salutary effect on mortgage rates for homebuyers. Unless they can show such an
effect, Fannie and Freddie will be hard put to explain why that use of subsidized funds qualifies
as anything more than a strategy to maintain their targeted earnings growth rate. Indeed, it
seems unlikely that Fannie and Freddie’s purchases will appreciably influence MBS market
yields. If they reduce homebuyers’ interest rates by only about 30 basis points when they trans-
fer two-thirds of their annual subsidy directly into the mortgage markets, the indirect effect of
their purchase of outstanding MBSs in the $3 trillion MBS market should be even smaller.

Table 3–2 displays market share data in two ways: (1) the respective mortgage
portfolios of Fannie and Freddie as a percentage of the market as a whole, and (2)
those mortgage portfolios plus the principal amount of the mortgage-backed securi-
ties that Fannie and Freddie have guaranteed—again, as a percentage of the mar-
ket as a whole. We show those data separately for two reasons.

First, while there is no significant difference between the credit risk of guarantee-
ing MBSs and the risk of holding whole mortgages, there is a substantial difference
in profitability. Fannie and Freddie earn considerably more from retaining mort-
gages in their portfolios than from receiving guarantee fees on MBSs. That is be-
cause they assume an additional risk—interest-rate risk—when they retain mort-
gages. Accordingly, as Fannie strives to meet Franklin Raines’s forecast of 15 per-
cent annual profitability growth, we would expect to see greater proportional growth
in its mortgage portfolio than in its guarantees of MBSs.7 That differential is re-
flected in our projections.

Indeed, just such a trend is visible between 1995 and 1998, when Fannie’s mort-
gage portfolio grew by 18 percent (line 8), while its total risk (mortgages plus MBSs
it had guaranteed) increased by only 11.2 percent (line 11). We believe that trend
will continue and will become more pronounced from 1999 to 2003, with Fannie’s
portfolio of mortgages increasing by 19.7 percent on an annualized basis during that
period.

We project a different trend for Freddie, which (starting at a much lower base
than Fannie) grew its portfolio at the unsustainable rate of 33.4 percent annually
between 1995 and 1998. Since we are assuming that for 1999 and the next 4 years
Freddie will remain about two-thirds the size of Fannie, we are projecting that
Freddie will reduce the rate of growth of its retained mortgage portfolio to 22.7 per-
cent (line 14)—a rate that will still be higher than Fannie’s but will bring Freddie
in 2003 to a position at which its retained mortgage portfolio will be roughly 70 per-
cent the size of Fannie’s.

Second, making a distinction between mortgages retained in portfolio and mort-
gages guaranteed through MBSs reveals that Fannie and Freddie have only a lim-
ited range of options available to them. When Franklin Raines predicted that
Fannie Mae would reach 28 percent of the total residential mortgage market in
2003 (line 12), he could have been referring to substantial growth in Fannie’s
issuance of MBSs, with much lower growth in the company’s mortgage portfolio.
However, when he forecast that Fannie would double its profitability during that
period, he could only have been talking about a substantial increase in Fannie’s
mortgage portfolio, since only by enlarging that portfolio can a 28 percent market
share be consistent with a 15 percent year-over-year rate of profit growth.

Fannie’s options are further limited by the fact that the GSEs are permitted to
purchase or guarantee only those mortgages with an initial principal amount that
(in 2000) does not exceed $252,700. As noted above, that limitation essentially con-
fines them to 74 percent of the total residential market, which for ease of reference
we shall call the middle-class mortgage market. Accordingly, table 3–2 also shows
the growth in the GSEs’ risk (mortgages and MBSs) as a proportion of that market.

Those data indicate that by 2003, Fannie is likely to hold in its portfolio 21 per-
cent of all mortgages in that segment (line 10), and it will have assumed the risk
(through holding mortgages in its portfolio or guaranteeing MBSs) of 37 percent of
that market (line 13). In that same year, Fannie and Freddie together will hold in
their portfolios about 36 percent of all middle-class mortgages outstanding (line 22),
and will bear the risk (through ownership of the underlying mortgages or guaran-
tees of MBSs) of 63 percent of that entire market segment (line 25).

The numbers are even more dramatic if we consider only the conventional/con-
forming portion of the market. In that case, by the end of 1998, Fannie and Freddie
had purchased and retained or guaranteed almost 74 percent of all the conventional/
conforming mortgages outstanding (line 26). We project that by 2003 they will have
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assumed the risk of virtually all these mortgages—91.5 percent. It is no wonder,
then, that Fannie and Freddie are advertising their efforts to acquire loans in the
subprime categories. They are making a virtue of necessity, since their growth re-
quirements leave them no choice.

Thus, if Fannie remains on the growth path forecast by Franklin Raines and if
Freddie keeps pace, by the end of 2003 they will hold in their portfolios more than
one-third of all middle-class residential mortgages in the United States (line 22),
and more than a quarter (line 21) of all residential mortgages of any kind. More-
over, if we include their guarantees of MBSs, these two companies will be bearing
the credit and other risk that is associated with almost half of all the mortgages
outstanding (line 24), almost two-thirds of all middle-class mortgages (line 25), and
more than 91 percent of all conventional/conforming mortgages (line 26).

In chapter 4 of this study, as those percentages suggest, we show that Fannie and
Freddie can meet their growth objectives in the years ahead only by purchasing the
riskier loans in the subprime, home equity, and multifamily categories. There will
simply not be a sufficient amount of the higher quality, conventional/conforming
mortgages to meet their needs. So in addition to assuming a greater degree of risk
simply through their growth over the next 4 years, the GSEs will also be increasing
their overall risk by going more deeply into the lower-quality sectors of the market
that until now have been served satisfactorily by non-subsidized lenders. We explore
the nature and possible consequences of the GSEs’ growing risk profiles in chapter
6 of this study.

Also, as the GSEs move into the lower-quality market sectors they have pre-
viously shunned, they will reduce the portfolio assets, revenues, and profits of thou-
sands of mortgage lenders now active in that market. Although some might think
that mortgage lenders will have a choice whether to sell the mortgages they origi-
nate to Fannie and Freddie, that is not really the case. Because the GSEs can offer
lower government supported rates for the mortgages they are willing to buy, no
lender can offer a competitive rate against another lender who is willing to sell the
resulting loan to Fannie or Freddie. Their lower rates also permit Fannie and
Freddie to skim the cream from the mortgage markets, leaving other lenders with
riskier loans to weaker borrowers. That problem will become more severe as Fannie
and Freddie drive deeper into the subprime market.

In other words, if Fannie and Freddie are permitted to continue their growth,
even if they don’t move outside the secondary mortgage market itself, they will
gradually strangle the other participants in the mortgage markets. Those markets
will become more concentrated and less diverse than any other financial market in
the United States and, increasingly, an obligation of the Federal Government rather
than of the private sector. The impact on competition of Fannie and Freddie’s
growth is discussed in detail in chapter 5 of this study.

4. GROWTH

Table 4–1 presents data on the year-to-year growth in the mortgage assets of
Fannie Mae and Freddie Mac since 1995. The information for the years 1995
through 1998 is taken from their financial statements; the projections for the years
1999 through 2003 are derived from the assumptions that were used in chapter 3
to project their asset totals for those years.

The data show Fannie and Freddie’s growth as a percentage of the growth of: (1)
the entire residential mortgage market (line 29); (2) the conventional/conforming
portion of the market (line 32); and (3) the conventional/conforming plus ‘‘all other’’
portion of the market (line 35).

By presenting the information in that way, we are able to show that, as Fannie
and Freddie grow in the year ahead, they will have to drive deeper and deeper into
the subprime loan categories in order to find the assets their growth requires. Clear-
ly, Fannie and Freddie cannot continue to grow indefinitely by purchasing and guar-
anteeing conventional/conforming mortgages. If the conventional/conforming loan
market grows at the same rate as the market as a whole in each of the next 4 years,
conventional/conforming mortgages outstanding will increase by $720 billion. But to
maintain their projected growth rates, Fannie and Freddie will have to increase
their mortgage investments and guarantees by $1 trillion. At the end of 1998, they
had retained in their portfolios or guaranteed 74 percent of those loans, and we
project that by 2003 they will have retained or guaranteed almost 92 percent.

Thus, beginning in 1998, Fannie and Freddie together, to meet their combined
growth goals, were required to add new assets at a rate that exceeded the growth
in conventional/conforming mortgages that year. Line 30 of table 4–1 shows that in
1998, the total amount of conventional/conforming mortgage debt outstanding in-
creased by $207 billion. But in that same year, Fannie and Freddie together added
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$250 billion in new mortgage assets and guarantees to their balance sheets, so that
their increase in mortgage credit risk was 121 percent of the net increase in the
conventional/conforming market (line 32). By 2003, Fannie and Freddie’s need for
new assets will equal 146 percent of all net new conventional/conforming loans.

Accordingly, unless they can break into the jumbo market through a change in
law, or out-compete Ginnie Mae for a substantial share of the FHA-VA market, the
only recourse for Fannie and Freddie is the subprime market.

However, the subprime market, as its name implies, involves considerably greater
credit risk than does the conventional/conforming market. By entering that market,
Fannie and Freddie will be taking on more risk than they have in the past—risk
that may be only partially compensated by the higher interest rates and guarantee
fees those mortgages generally yield. We cover that issue more fully in chapter 6.
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5. THREAT TO PRIVATE-SECTOR COMPETITORS

Since Fannie and Freddie are growing faster than the mortgage market itself,
their growth comes from taking market share, revenue, and profits from genuinely
private-sector mortgage lenders. As shown earlier, to maintain the rate of profit
growth on which their stock price depends, Fannie and Freddie must encroach fur-
ther and further on the private sector. Although they had previously concentrated
on the best and most creditworthy loans within the conventional/conforming sec-
tor—leaving to the banks, S&Ls, and other non-subsidized lenders the subprime,
home equity, and multifamily loans that represent greater default risks—they are
now compelled to wade into that market and begin to take market share from the
companies that are already there.

The figures in table 3–2 illustrate quite well the problem that confronts Fannie
and Freddie’s private sector competitors. As shown by line 22, the GSEs’ share of
all residential mortgages (conventional/conforming and ‘‘all other’’) will grow from
19.5 percent at the end of 1998 to almost 36 percent at the end of 2003. That in-
crease of 16.4 percentage points would equal approximately $800 billion, or 12.4 per-
cent of the aggregate principal amount of all mortgages outstanding at the end of
2003. In other words, in 4 years, $800 billion in principal amount of mortgages—
which would otherwise be in the portfolios of private-sector lenders now operating
in those markets—will instead be in the portfolios of Fannie and Freddie. That will
substantially reduce the mortgage supply for the lenders now in the market, and
will force many of them to leave the mortgage lending business entirely.

In effect, the growth of Fannie and Freddie is leading to a steady nationalization
of the residential mortgage markets in the United States, without any debate—or
even apparent awareness—by Congress.

As shown by lines 29, 32, and 35 of table 4–1, Fannie and Freddie must take most
of the growth in mortgages outstanding if they are to meet their market share, reve-
nue, and earnings growth objectives. Since they cannot meet their needs for product
solely out of the conventional/conforming mortgages that will come to market be-
tween 1999 and 2003, they must look elsewhere for product.

One easy target would be the jumbo market, which will become available if Con-
gress can be induced to eliminate the ceiling on conventional/conforming mortgages.
Opening the door for Fannie and Freddie to enter the jumbo mortgage market
would, by 2003, give them access to almost $1 trillion of mortgages that are now
off-limits.

Other mortgage markets beckon to Fannie and Freddie, including those to be
accessed by dipping deeper into the subprime loan pool and assuming the higher
credit risks associated with those loans; by expanding more aggressively into the fi-
nancing of multifamily housing designed for renters, not homeowners; and by ac-
quiring home equity loans in addition to first mortgages. But those can be merely
stopgaps. Our projections extend only through 2003; if the growth of Fannie and
Freddie continues beyond that year at the rate Frank Raines has forecast, they will
at some point acquire all the available residential mortgage product in the United
States. As the practical limits of the residential mortgage market are reached, one
can easily envision Fannie and Freddie arguing that they should extend their skills
and cost advantages into the commercial mortgage market. After all, many office
building and shopping center owners would welcome the taxpayer subsidy Fannie
and Freddie can deliver.

Fannie and Freddie’s other opportunity for growth outside the residential mort-
gage market is to provide financial services generally, especially consumer credit
services. Home equity loans, for example, provide a ready entry into consumer fi-
nancial services. Once the GSEs hold a home equity loan, they have the opportunity
to use it as a revolving loan fund with which Fannie and Freddie would be able to
supply credit directly to the homeowner/borrower. Although in one sense that might
be considered loan origination, such a determination would have to be made by the
Department of Housing and Urban Development (HUD)—which in the past has
shown little appetite for challenging Fannie and Freddie’s expansion. If in fact that
activity goes unchallenged by HUD, the GSEs could become very large sources of
consumer credit, and through their implicit government subsidy they would be able
to offer consumers better rates than banks and other consumer lenders.

Perhaps the greatest competitive threat, however, remains in the mortgage origi-
nation process. Although Fannie and Freddie vigorously deny that they have any
intention to originate mortgages, pointing out that they lack the statutory authority
to do so, what exactly constitutes origination of a mortgage is a matter of interpreta-
tion. If Fannie and Freddie were to open their automated underwriting facilities to
direct borrower access over the Internet, it might be possible for them to provide
the prospective homebuyer with a certification that his or her mortgage would qual-
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ify for purchase by Fannie or Freddie. At that point, the actual lender would have
little to do except to perform the ministerial acts necessary to fund the loan and
deliver it to one or another of the GSEs. The compensation for that role would, of
course, be small.

In a November 1999 speech to securities analysts, Leland Brendsel, the chairman
of Freddie Mac, referred in rather vague terms to major changes in the offing for
the mortgage market:

I can safely predict that within a few short years, the mortgage industry will
change dramatically. When the dust settles in the mortgage market, we will be left
with an industry structure where investor funds flow to consumers with little drag
from antiquated, inefficient processes. Consumers will be able to tap global capital
markets at even lower cost than they can today.

And later in the same statement he was even more explicit. Citing the potential
of technology ‘‘to streamline the entire mortgage process and eliminate inefficiency
in the housing finance system,’’ he continued:

Freddie Mac has brought tremendous efficiency to the mortgage market, but the
industry still generates significant costs from redundant operations and expensive
transfer of information through all the steps in the mortgage process. As technology
wrings out remaining inefficiencies, Freddie Mac’s role will be enhanced, as we de-
liver low-cost funds to consumers even faster and more effectively.

There can be little doubt that Mr. Brendsel was describing a mortgage industry
in which, through technology, Freddie Mac would be dealing directly with borrowers
and perhaps with consumers generally.

6. RISKS

It is impossible to understand the risks that Fannie and Freddie create for the
government and taxpayers without understanding their similarities to the S&Ls
that collapsed at the end of the 1980’s. Like the S&Ls,

• their principal investments are home mortgages, long-term assets that can
abruptly become short-term assets when a home is sold or refinanced;

• they can borrow at government-assisted rates that do not substantially increase
as they take on more risk;

• they are unable to manage risk through asset diversification because virtually
all their assets are home mortgages.

But Fannie and Freddie are like 1980’s S&Ls in another significant way. Scholars
reviewing the S&L collapse have shown that it came about in substantial part be-
cause the industry was seeking high profits in order to recover the capital depleted
by losses during the high-interest-rate period at the beginning of the 1980’s. To
achieve that profitability, through a process ultimately called ‘‘gambling for res-
urrection,’’ the S&Ls reached for greater and greater risk. Although the debt market
usually requires much higher interest rates from companies that are taking on in-
creased risk—if those companies can access the debt market at all—that was not
true for the S&Ls. Because their deposits were backed by the government, weak and
failing S&Ls were able to raise the necessary funds to keep on gambling—ultimately
causing immense losses to the government and the taxpayers.

Of course, Fannie and Freddie are not weak companies, and they have no need
to take risks to restore their capital. But they have strong—indeed, compelling—rea-
sons to continue increasing their profitability. That circumstance creates the same
incentives to take on risk that the managements of weak S&Ls confronted fifteen
years ago.

The incentives are clear. Fannie and Freddie are public companies; their shares
are listed on the New York Stock Exchange and are closely monitored by the invest-
ment community. The value that investors place on their stock at any given moment
is not only a vote on their earnings growth prospects and the quality of their man-
agement, but also directly affects management’s compensation. Like the manage-
ments of most large, publicly held companies, the managements of Fannie and
Freddie are compensated in part through stock options, which in turn acquire in-
creasing value only if the price of their stock increases.

That creates a strong incentive for the managements of the GSEs, like those of
conventional private firms, to increase their profits and to impress investors with
their potential for profit growth. For example, at the Merrill Lynch investor con-
ference in September 1999, Fannie Mae chairman Franklin Raines projected that
Fannie Mae would achieve annual earnings growth of 15 percent in 1999 and over
the next 4 years. But profit growth at that rate is highly unusual. Fannie already
boasts that it is one of only eight companies in the S&P 500 that can claim to have
had a double-digit rate of earnings growth for twelve straight years. Continuing that
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growth in profitability—and indeed increasing it—would be extraordinary for any
company in today’s low-inflation environment.

We can only speculate why Mr. Raines would place such a burden on himself and
his management. Possibly it is because he wants to be seen as a highly capable
manager, or he feels an obligation to match the success of his predecessors. How-
ever, the fact that his compensation and that of the top managers at Fannie Mae
are tied to increases in Fannie’s stock price also provides a substantial incentive to
impress the financial markets.

Once we look at Fannie and Freddie as gigantic S&Ls that are seeking an almost
unprecedented rate of profitability growth, we can begin to see why they create risks
for the government and the taxpayers that parallel the risks created by the S&Ls
in the 1980’s. Because of their government backing, they are essentially exempt
from debt market discipline—just like the insured S&Ls of the 1980’s.

The incentives may be different, but the objectives are the same—to increase prof-
itability by issuing debt at a government-backed rate, while achieving higher profit-
ability through taking on greater risk. In the 1980’s, S&Ls tried to do that to re-
plenish their capital; Fannie and Freddie are doing it to maintain the profit growth
that sustains a growing market valuation of their stock.

To be sure, Congress has attempted to address the question of GSE risk, using
the familiar device of a regulatory agency. In 1991, Congress established the Office
of Federal Housing Enterprise Oversight (OFHEO), a regulatory agency charged
with supervising the GSEs the way banking regulators supervise banks and S&Ls.
Given the experience of the 1980’s—not only with the S&Ls but with banks them-
selves—we should be skeptical about the effectiveness of regulators in controlling
the risks of the companies they regulate.

For one thing, there is always the question of asymmetric information—the regu-
lated company knows more than its supervisor about the risks it is taking on. For
another, as demonstrated in the case of the S&L industry, the regulated companies
frequently have more power to influence Congress than has the regulatory agency,
and they are frequently successful in limiting the agency’s resources. It is useful to
recall that Congress repeatedly supported the S&L industry’s efforts to avoid regu-
latory restriction on its activities. As it happens, in the case of OFHEO, that phe-
nomenon was clearly demonstrated in 1999, when a Senate committee initially
capped OFHEO’s appropriation at the previous year’s $16 million level—despite an
administration request for a 20 percent increase. Although an increase to $19 mil-
lion was ultimately voted, the special effort that was required sent a signal to
OFHEO about how much congressional support it will receive if it seriously at-
tempts to control Fannie and Freddie’s behavior.

Even without those negative signals, there are good reasons to believe that
OFHEO will not act to reduce the GSEs’ risk-taking. For example, if Fannie or
Freddie’s capital ratios slipped too low, OFHEO could direct the troubled GSE to
reduce its assets as part of a plan to strengthen its capital position. Shrinkage, how-
ever, implies that the GSE in question would sharply reduce its buying and guaran-
teeing of mortgages. It might even be required to sell assets. That would improve
its capital ratios, but the cutback and asset sales could force an increase in mort-
gage interest rates and a sudden, sharp reduction in housing construction, with sec-
ondary effects throughout the economy.

The possibility that there might be severe macro-economic consequences as a re-
sult of an OFHEO regulatory action should raise both systemic—risk concerns about
OFHEO’s new capital regulations and doubts about the likelihood that they will
ever be effectively applied. If OFHEO’s capital regulations are believed to threaten
severe macroeconomic consequences—and certainly Fannie and Freddie will not be
shy about pointing that out—it is easily foreseeable that Congress will act to pre-
vent the enforcement of the regulations. That example, not at all far-fetched, sug-
gests how difficult it will be for OFHEO to be an effective source of discipline over
Fannie and Freddie. And without OFHEO, there is effectively no means of control-
ling their risk-taking.

Nevertheless, OFHEO has proposed a regulation intended to control the riskiness
of Fannie and Freddie—including a risk-based capital requirement that imposes
capital penalties when risks are not adequately hedged. Undoubtedly, Fannie and
Freddie will cite those regulations as a basis for quelling congressional concerns.
The question, however, is whether it is reasonable to believe that Fannie and
Freddie can achieve the extraordinary rates of growth they are projecting while
keeping their risks within tolerable levels. If they do so, they will be unusual com-
panies indeed.

The GSEs’ sagging stock prices demonstrate that Wall Street is skeptical on that
score. As shown on lines 52 and 55 of table 6–1, both GSEs have experienced a sig-
nificant decline, per dollar of portfolio investment, since 1995. We project that that

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00168 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



165

trend will continue through 2003. On January 12, 2000, Fannie’s common stock
closed 20 percent below its twelve-month high, while Freddie closed down a more
troubling 28 percent for the same period. That development seems to be puzzling
to Fannie Mae chairman Raines, who asked at the Merrill Lynch conference, ‘‘So
why does the market trade Fannie Mae at a discount to the other companies with
similar growth rates?’’

There are two possible reasons.
First, some investors may have recognized that Fannie and Freddie are simply

running out of room to grow by purchasing the high-quality conventional/conforming
mortgages that have been their traditional assets, and that the cost of hedging the
risks of lower-quality product may reduce their profitability.

Second, and more ominously, Fannie and Freddie’s lagging stock prices may re-
flect a growing concern in the equity markets that the GSEs are not adequately
hedging their risks, so that their future earnings may be hit by losses on the riskier
mortgages they are purchasing or guaranteeing today.

In addition to their inherent lack of diversification, Fannie and Freddie face a
number of other risks as guarantors of MBSs and as holders of large portfolios of
mortgages and MBSs. Those risks include credit risk, interest-rate risk, counter-
party risk, and spread-compression risk, all of which are discussed more fully below.
As we will show, each of those risks can be reduced or hedged, but doing so is costly
and will inevitably reduce Fannie and Freddie’s profitability. To compensate for
those costs—while trying to maintain and surpass their past levels of profitability—
they must take on still more risk, always keeping one step ahead of their regulator.

Credit Risk. In common with all housing lenders, the GSEs have enjoyed a sub-
stantial decline in their credit losses in recent years. Fannie’s pre-tax losses, per
mortgage dollar owned or guaranteed, dropped from 5.3 basis points in 1996 to 2.9
basis points in 1998 (table 6–2, line 59); Freddie’s pre-tax credit losses dropped from
10.5 basis points in 1996 to 5.1 basis points in 1998 (line 65).

But the housing market is historically volatile, and it regularly passes through
boom and bust periods related to national economic conditions, interest rates, and
other factors. Completely exogenous factors—an example might be a change in the
tax system that alters the deductibility of mortgage interest in a significant way—
could have seriously adverse effects, for which the participants have no effective
way to prepare. It is important to keep in mind that Fannie and Freddie will be
more exposed to the risks of the housing market than any lenders in history, since
their already unprecedented market shares will—as discussed earlier in this
study—grow even larger in the future.
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Obviously, credit risk is closely related to conditions in the general economy. In
recent years, a sustained economic expansion, soon to be the longest in U.S. history,
has brought unemployment to record lows while boosting incomes. Both of those fac-
tors have led to a steady rise in housing prices. Rising prices in turn have given
homeowners more equity in their homes, which protects mortgage lenders and guar-
antors, notably Fannie and Freddie. However, an economic down-turn could depress
housing prices while causing a jump in mortgage delinquencies as the unemploy-
ment rate rises. Mortgage foreclosures would increase, substantially raising Fannie
and Freddie’s credit losses.

As Fannie and Freddie are also diving deeper into the pool of subprime mort-
gages, they will be in largely uncharted waters. Although Fannie and Freddie claim
that technology has greatly increased their loan-underwriting capabilities, thereby
lowering their risks in sub-prime lending, that assertion has not been tested by a
recession. Further, because of lower down payments from more financially chal-
lenged borrowers on properties that may not hold their values well during an eco-
nomic downturn, losses on subprime lending could be much higher than on higher-
quality loans.

Unlike their deep knowledge of and databases on conventional/conforming loans,
the GSEs’ relative inexperience with the subprime market makes their judgments
concerning the risks they are assuming much less sure. Thus, Fannie and Freddie
face not only higher likely losses in subprime loans per dollar lent or guaranteed
but also greater uncertainty as to how high those losses will be. To cover their risks
in those cases, Fannie and Freddie have in the past relied in part on private mort-
gage insurance, but recently they have been exploring various devices that would
enable them to assume more of the mortgage insurer’s risk and thus keep more of
the profit for themselves. That is consistent with their desire to increase their prof-
its, but obviously it will also increase their risks of loss in the event of a market
turndown.

TABLE 6–2.—CREDIT–RELATED EXPENSES FOR FANNIE MAE AND FREDDIE MAC, 1995–1998

History (year-end)

1995 1996 1997 1998

Fannie Mae:
58. Pre-tax credit-related expenses ($, in millions) ............................ 409 375 261
59. Pre-tax credit cost (B.P.) ............................................................... 5.3 4.5 2.9
60. Credit guaranty tax rate (%) ......................................................... 31.4 31.1 24.3
61. After-tax credit cost ($, in millions) .............................................. 281 258 198
62. After-tax credit cost (B.P.) ............................................................. 3.6 3.1 2.2
63. Credit income before credit expense (B.P.) ................................... 16.9 17.1 19.1

Freddie Mac:
64. Pre-tax credit-related expenses ($, in millions) ............................ 608 529 342
65. Pre-tax credit cost (B.P.) ............................................................... 10.5 8.6 5.1
66. Credit guaranty tax rate (%) ......................................................... 28.2 28.4 28.2
67. After-tax credit cost ($, in millions) .............................................. 437 379 246
68. After-tax credit cost (B.P.) ............................................................. 7.5 6.2 3.7
69. Credit income before credit expense (B.P.) ................................... 15.4 14.4 13.9
70. Difference: line 63 1 line 69 (B.P.) ............................................... 1.5 2.7 5.2

Fannie Mae ($, in millions) ......................................................... 22,200 29,200 43,200 83,600
% of total portfolio ............................................................. 8.8 10.2 13.6 20.1

Freddie Mac ($, in millions) ........................................................ 7,665 10,056 12,567 29,817
% of total portfolio ............................................................. 7.1 7.3 7.6 11.7

B.P. = Basis points. 1 B.P. = .01%.
Memoranda data—government/GSE securities in portfolio. They presumably have no credit risk.

Finally, Fannie is seeking substantial loan growth in the multifamily housing
market, specifically to meet affordable housing goals. Multifamily mortgages can be
much riskier than those for owner-occupied, single-family homes, as Freddie learned
to its regret a few years ago, because tenant income is more vulnerable to economic
downturns and rental property deterioration can be more severe than owner-occu-
pied housing.

Credit-guarantee fees, per dollar of risk assumed, declined during 1999 for both
Fannie and Freddie, reflecting lower credit costs as well as increased competition
between them for the business of large mortgage originators. A decline in fees is
probably only the visible portion of the competition between the GSEs for that busi-
ness. It is likely that they are also placing their guarantees on MBSs that are
backed by somewhat riskier pools of mortgages, for which they are also attempting
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to assume more of the risk previously taken by mortgage insurers. A sharp and
largely unpredictable upswing in credit losses a few years hence could therefore re-
sult in substantial losses in their guarantee business.

Interest-Rate Risk. Fannie and Freddie’s potential interest-rate risk is growing
rapidly as they grow their mortgage portfolios. Those portfolios consist of both whole
mortgages and MBSs. In just twenty-one months, from the end of 1997 to Septem-
ber 30, 1999, Fannie increased its mortgage investments by 59 percent, or $188 bil-
lion; Freddie’s increase was 91 percent, or $150 billion.

Like the S&Ls before them, Fannie and Freddie are heavily dependent on short-
term funding to finance the long-term, fixed-rate mortgages they own. That is the
classic borrow-short-to-lend-long strategy that S&Ls pursued, with disastrous con-
sequences, when interest rates skyrocketed in the early 1980’s. On September 30,
1999, 41 percent of Fannie’s debt matured within 1 year. Freddie was worse off on
that date, with 51 percent of its debt due within 1 year. The two GSEs have tried
to lessen their maturity mismatching through various devices, such as callable debt
and interest-rate hedging. But such devices are costly, as discussed below, and their
extensive use will reduce the GSEs’ profitability.

Theoretically, Fannie and Freddie can minimize their interest-rate risk in two
ways. First, they can ‘‘match fund’’ their mortgage portfolios. That is, they can sell
debt that matches the maturity of their mortgage investments. Maturity matching
is complicated, though, by mortgage prepayments, which are not as predictable as
risk managers would like. Because the ease and cost of mortgage refinancing have
come down in recent years, mortgage prepayments accelerate dramatically when-
ever longer-term interest rates decline even moderately.

Prepayments create a maturity mismatch because longer-term funding now ex-
ceeds longer-term assets. To some extent, Fannie and Freddie can neutralize matu-
rity mismatching by issuing debt that can be called, or repaid, before maturity. But
callable debt carries a higher interest rate than non-callable debt, so Fannie and
Freddie pay a price for that form of interest-rate risk protection.

The reverse form of interest-rate risk occurs when interest rates rise. In that case,
there is likely to be a sharp slowdown in home sales and mortgage refinancing, so
that low-rate mortgages remain on the GSEs’ books longer than anticipated and
have to be supported with higher-rate liabilities. That can result in substantial
losses or profit reduction and is exactly what happened to the S&L industry when
interest rates spiked in the late 1970’s and early 1980’s.

Second, Fannie and Freddie have reduced their exposure to higher rates through
the use of various financial derivatives, largely interest-rate swaps. That is, for a
fee, the two GSEs shift some of their interest-rate risk to third parties. That prac-
tice enables them to increase their reliance on cheaper short-term funding. But de-
rivatives can be costly, particularly when interest-rate volatility causes significant
changes in the shape of the interest-rate yield curve.

Counterparty Risk. Hedging interest-rate risk through derivatives raises a sepa-
rate risk—counterparty risk, which is essentially a form of credit risk. That is, will
the counterparty be able to pay when called on to do so under a swap agreement
or other form of derivative contract? Counterparty-risk assessment is not a simple
process, though, particularly when the counterparty is another financial institution
that has entered into many other financial contracts.

The increasing challenge Fannie and Freddie face as they grow larger is finding
sufficient counterparty capacity among highly rated potential counterparties: that is,
firms with AAA or AA credit ratings. At the end of 1998, 32 percent of Fannie’s
counterparty risk was with entities rated less than AA; 7 percent of its counterparty
risk was with entities rated less than A. Freddie is less forthcoming about its
counterparty risk, merely stating that at the end of 1998, its five largest
counterparties, which accounted for 60 percent of its total counterparty exposure,
were rated at least A+. Consequently, as Fannie and Freddie’s risk-hedging needs
grow, they may have to pay steadily higher fees for a given amount of protection
while relying increasingly on less creditworthy counterparties.

Spread-Compression Risk. In terms of their desire to maintain their profitability,
the most serious risk the two GSEs now confront is spread compression: that is, a
narrowing of their interest margins. Spread compression has become quite evident
at both companies, as reflected in the net income they earn on their portfolio invest-
ments per dollar of investment. In 1996, Fannie’s net income (excluding the cost of
credit risk) per dollar of portfolio investment was 62.8 basis points (table 6–1, line
52); for the first half of 1999, that profit margin had declined to 49.3 basis points.
Freddie has experienced a similar reduction—its net income, per dollar of portfolio
investment, declined from 63.9 basis points in 1996 (table 6–1, line 55) to 46.6 basis
points during the first half of 1999. During the third quarter of 1999, Freddie’s in-
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terest margin declined seven points from the second quarter, which suggests that
its net income per dollar of portfolio investment declined again.

Spread compression is occurring for two reasons. First, as Fannie and Freddie
continue to grow, their sheer size and the demands they impose on the financial
markets will force up their cost of obtaining credit and interest-rate protection, per
dollar of protection obtained. Second, Fannie and Freddie’s purchases of mortgages
and MBSs will drive up mortgage prices, thereby reducing mortgage yields, as their
mortgage portfolio growth reaches and then exceeds the growth in those portions of
the mortgage market where they can lawfully participate. That spread compression
will negatively affect Fannie and Freddie’s earnings growth and return on equity
capital. For Fannie, those data will be found in table 6–1, line 43, and table 6–3,
line 85; the comparable data for Freddie are in table 6–1, line 47, and table 6–3,
line 100. Lower mortgage and MBS yields in the face of rising risk-protection costs
will squeeze Fannie and Freddie’s net interest margins. Unless they can trim their
operating costs to fully offset that squeeze, which is unlikely, they will experience
even less net income per dollar of portfolio investment. That decline will lower their
return on equity capital and slow their earnings growth. In the face of that inevi-
table spread compression, Fannie and Freddie’s managements will understandably
be tempted to take greater risks—specifically, greater credit risk and increased in-
terest-rate risk.
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That temptation is troubling, given their extremely thin capital cushions. Under
existing regulations, Fannie and Freddie must have, at a minimum, equity capital
(common stock, permanent preferred stock, paid-in capital, and retained earnings)
equal to 2.5 percent of on-balance-sheet assets plus .45 percent of outstanding MBS
and other off-balance-sheet obligations. The on-balance-sheet capital ratio is one-
half the leverage capital ratio equired for commercial banks considered to be well
capitalized for regulatory purposes. Worse, as is clear from table 6–3, lines 73 and
88, Fannie and Freddie operate much closer to their minimum capital ratio require-
ment than is generally true for well-capitalized banks, which generally have risk-
based capital of 10 percent. Therefore, increased risk-taking, which might not be im-
mediately evident to regulators and stock market analysts, could set up either com-
pany—or both—for serious financial difficulties.

Systemic Risk. As Fannie and Freddie continue to grow, they will pose increased
systemic risk to the U.S. financial markets. They had $866 billion of debt outstand-
ing as of September 30, 1999. By the end of 2003, that amount will increase by al-
most $1 trillion, rising to $1.8 trillion (table 6–4, line 105). At that point, or shortly
thereafter, the combined debt of the two GSEs may exceed the Treasury debt held
by the general public—if budget surpluses continue to shrink the amount of Treas-
ury debt outstanding.

Recently, Fannie and Freddie have been attempting to emphasize the similarity
of their debt to Treasury securities, by mimicking Treasury’s frequent, regular
issuances of new debt. Indeed, at one point Fannie Mae’s website contained the
statement that its debt securities ‘‘will often provide investors with a spread pickup
to the Treasury structure.’’ In other words, investors can receive substantially the
same security as Treasury debt with an interest-rate premium. If those marketing
efforts are successful, actual losses at either of the GSEs—or a perception in the
markets of a sudden increase in their riskiness—could result in a serious systemic
problem for the economy as a whole.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00176 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



173

TA
BL

E 
6–

4.
—

FA
NN

IE
 M

AE
 A

ND
 F

RE
DD

IE
 M

AC
 IN

TE
RE

ST
-B

EA
RI

NG
 D

EB
T 

OU
TS

TA
ND

IN
G,

 P
AS

T,
 P

RE
SE

NT
, A

ND
 P

RO
JE

CT
ED

, 1
99

5–
20

03
[D

ol
la

rs
, i

n 
m

ill
io

ns
]

Hi
st

or
y 

(y
ea

r-
en

d)
Pr

oj
ec

tio
n 

(y
ea

r-
en

d)
An

nu
al

gr
ow

th
ra

te
:

19
95

–
19

98
(%

)

An
nu

al
gr

ow
th

ra
te

:
19

98
–

20
03

(%
)

Gr
ow

th
ra

te
 d

if-
fe

re
nc

e
19

95
19

96
19

97
19

98
19

99
20

00
20

01
20

02
20

03

Fa
nn

ie
 M

ae
:

10
1 

In
te

re
st

-b
ea

rin
g 

de
bt

 O
/S

...
...

...
...

...
...

...
...

...
...

..
29

9,
17

4
33

1,
27

0
36

9,
77

4
46

0,
29

1
56

0,
32

7
67

3,
78

0
79

8,
94

3
93

0,
28

5
1,

08
1,

31
1

15
.4

18
.6

3.
2

10
2 

O/
S 

de
bt

 a
s 

pe
rc

en
ta

ge
 o

f 
to

ta
l a

ss
et

s
...

...
...

.
94

.5
94

.4
94

.4
94

.9
95

.0
95

.0
95

.0
95

.0
95

.0
Fr

ed
di

e 
M

ac
:

10
3 

In
te

re
st

-b
ea

rin
g 

de
bt

 O
/S

...
...

...
...

...
...

...
...

...
...

..
11

9,
32

8
15

6,
49

1
17

2,
32

1
28

7,
23

4
33

7,
43

2
42

0,
32

9
50

8,
38

3
60

5,
48

9
71

2,
41

9
34

.0
19

.9
–1

4.
1

10
4 

O/
S 

de
bt

 a
s 

pe
rc

en
ta

ge
 o

f 
to

ta
l a

ss
et

s
...

...
...

.
87

.0
90

.0
88

.6
89

.4
90

.0
90

.0
90

.0
90

.0
90

.0
10

5 
To

ta
l O

/S
 in

te
re

st
-b

ea
rin

g 
Fa

nn
ie

 a
nd

 F
re

dd
ie

de
bt

...
...

...
...

...
...

...
...

...
...

...
...

...
...

...
...

...
...

...
...

...
...

...
41

8,
50

2
48

7,
76

1
54

2,
09

5
74

7,
52

5
89

7,
75

9
1,

09
4,

10
9

1,
30

7,
32

6
1,

53
5,

77
4

1,
79

3,
73

0
21

.3
19

.1
–2

.2

O/
S 

=
 o

ut
st

an
di

ng
.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00177 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



174

8 Bert Ely and Vicki Vanderhoff, ‘‘The Farm Credit System: Reckless Lender to Rural Amer-
ica’’ (Alexandria, Va.: Ely & Company, Inc., November 1990).

Despite their efforts to present their securities as substitutes for Treasury securi-
ties, Fannie and Freddie are not the Treasury. Their securities are only implicitly
backed by the U.S. government; they do not carry the full-faith-and-credit promise
of the United States. Indeed, the GSEs’ securities are by statute required to state
that they are not obligations of the United States. They are able to obtain favorable
financing because the markets do not believe—given the GSEs’ many connections
with the U.S. government—that they will be allowed to fail.

But it is important to understand that that condition still leaves some room for
doubt. Ultimately the GSEs’ ability to fund themselves in the financial markets de-
pends on their ability to manage their risks as well as on conditions in the U.S.
housing markets. The housing markets, in turn, are subject to risks—such as
changes in the tax code—that cannot be anticipated. An adverse change in the
GSEs’ financial condition could lead to an increase in the yield spread of the GSEs’
debt over Treasury debt. That could be a gradual rise, as the market worries about
whether their implicit backing will turn into a bailout, or it could reflect a sudden
shift in market perceptions. In the case of Farm Credit System (FCS) debt in 1987,
a gradual rise was followed by a sudden tipping point, when the market fled to qual-
ity. In the case of the Farm Credit System, the yield spread over longer-term Treas-
uries went above 100 basis points, signaling that new FCS debt might become un-
marketable.8

If a similar phenomenon should affect Fannie or Freddie’s securities, the financial
intermediaries that are currently holding that debt instead of Treasuries may find
that they can sell only at substantial losses; the losses would then raise questions
about their own financial stability, and a systemic crisis would arise. To be sure,
Congress could resolve the crisis, but a great deal of damage would then have been
done to the economy as the market fled to quality and credit sources dried up. The
U.S. financial markets experienced that phenomenon during the fall of 1998, in the
aftermath of the Russian debt crisis and the Long-Term Capital Management deba-
cle.

Of course, the effect of a Fannie and Freddie crisis would be even more calamitous
for the housing markets. If those GSEs were to face substantially higher interest
costs in marketing their debt, the costs would be transmitted immediately to the
housing market—slowing home purchases and new home construction dramatically.
That in itself would have a severely adverse effect on the general health of the U.S.
economy.

Fannie and Freddie can contain their risks, but at the cost of reduced profit-
ability. There is no indication in their behavior thus far that they are willing to ac-
cept that result.

7. CONCLUSION

Fannie Mae and Freddie Mac are fast becoming a problem that can no longer be
ignored. By 2003, they will have assumed the risk—either through ownership or
guarantees—of almost one-half of all residential housing mortgages in the United
States. In effect, the residential mortgage market will have been partially national-
ized, with the taxpayers bearing a risk that should be borne by private stockholders
and creditors.

Moreover, we project that in 2003, Fannie and Freddie will own or have guaran-
teed 91.5 percent of all conventional/conforming mortgages, justifying the concern of
private mortgage lenders throughout the United States that they will gradually be
squeezed out of their traditional markets, and that Fannie and Freddie are planning
to extend their activities to some form of direct relationship with the public.

It seems clear that the problem here is the peculiar structure of Fannie and
Freddie—profit-seeking companies that have been granted special status to pursue
a public mission. Those objectives are contradictory. Whatever balance Congress ini-
tially thought could be achieved between them has been lost.

What are the benefits that Fannie Mae and Freddie Mac claim to provide, and
are those benefits worth the cost in taxpayer risk and competition for non-sub-
sidized mortgage lenders?

Although the GSEs do contribute to liquidity in the mortgage markets, they are
no longer necessary for that purpose; private firms now routinely acquire and
securitize portfolios of jumbo mortgages—which exceed the size that Fannie and
Freddie may purchase—and those private firms could certainly do the same for con-
ventional/conforming loans.
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Recognizing the validity of that argument, Fannie and Freddie now claim that
their purpose is to reduce middle-class mortgage rates, and point to the fact that
those rates are about 30 basis points lower than rates in the jumbo market. How-
ever, many economists have noted that that saving for homebuyers is an illusion:
the lower interest rate is immediately capitalized into the cost of the home, so that
the real benefit of the implicit subsidy goes to developers and home sellers rather
than to the homebuyers whom congress presumably intended to assist.

Weighed against those highly conjectural benefits are the real taxpayer risks that
Fannie and Freddie create, and the real danger that they will eventually evict pri-
vate non-subsidized lenders from the residential mortgage market.

Policymakers have a number of appropriate potential responses: true privatization
of Fannie and Freddie through cutting their links to the Federal Government; tight-
er statutory and regulatory restrictions on their efforts to expand their activities;
limitations on their use of lobbyists, their political contributions, and their other ef-
forts to manipulate the legislative process; free sale of identical GSE franchises, or
the imposition of special taxes, affordable housing burdens, or other costs that
would enable the government to recapture their implicit subsidy; forbidding the
tying of management compensation to their stock price; and even returning them
to their former status as on-budget Federal agencies.

Whatever the course ultimately adopted, it is important to recognize that options
are foreclosed and solutions become more difficult as Fannie Mae and Freddie Mac
continue their de facto nationalization of the residential mortgage market.

BANKS DO NOT RECEIVE A FEDERAL SAFETY NET SUBSIDY: A PAPER PREPARED FOR
THE FINANCIAL SERVICES ROUNDTABLE BY BERT ELY, MAY 1999

For several years, the Federal Reserve, and its chairman, Alan Greenspan, have
argued with extreme forcefulness that banks benefit from a substantial, but appar-
ently unquantifiable taxpayer subsidy. Mr. Greenspan contends that in order to
minimize the competitive distortions caused by this alleged subsidy, expanded pow-
ers for banking companies should be exercised only through non-bank affiliates of
bank holding companies regulated by the Fed and barred for operating subsidiaries
of national banks regulated by the Treasury Department’s Office of the Comptroller
of the Currency.

The Fed cannot quantify the amount of this alleged subsidy because there is, in
fact, no such subsidy. Instead, a subsidy of at least $1.5 billion annually flows in
the opposite direction, in the form of non-interest-bearing loans banks have been
forced to make to the Federal Government through the Fed and the Federal Deposit
Insurance Corporation.

What some contend is a Federal subsidy to banks in fact is not, for two reasons.
First, deposit insurance delivers genuine economic value to banks due to its inher-
ent risk-spreading nature which is common to all insurances. That is, deposit insur-
ance protects deposits against bank failure because, through the premium charged
for it, deposit insurance effectively spreads bank insolvency risk over a far broader
equity capital base than just the capital of the bank holding those deposits. Deposit
insurance therefore permits each insured bank to utilize expensive equity capital
more efficiently than it otherwise could; that is, a bank with deposit insurance can
operate with higher leverage than it could without it. The fact that the Federal Gov-
ernment currently operates the deposit insurance system does not negate this inher-
ent value of deposit insurance. Non-bank firms must, of necessity, operate with
lower leverage because they do not have insolvency protection for their creditors
comparable to deposit insurance.

Second, taxpayers do not subsidize Federal deposit insurance because over the
last decade Congress has made deposit insurance as risk-free as possible to tax-
payers by creating mechanisms which impose all deposit insurance losses on the
banking industry, even in circumstances far worse than the S&L crisis. Because of
the reforms Congress enacted, deposit insurance is no longer simply a government
guarantee, as it was during the S&L crisis—it has been transformed into a genuine
insurance mechanism which can stand on its own without Federal backing. Iron-
ically, these taxpayer safeguards have greatly magnified the highly undesirable
cross-subsidy within deposit insurance which flows from sound, well-managed banks
to poorly capitalized and badly run banks. Unfortunately, the existence of this cross-
subsidy has been masked by Mr. Greenspan’s false assertion that taxpayers sub-
sidize Federal deposit insurance. Worse, his false assertion has inflicted significant
and possibly lasting harm on the banking industry by making it more politically
vulnerable to the imposition of yet more social welfare obligations beyond those
which already burden it, but not its non-bank competition.
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Interestingly, this analysis of the subsidy argument reveals that non-banks, and
specifically securities firms, receive a significant taxpayer subsidy—free access to
the Fed’s discount window during times of economic duress. Arguably, permitting
this access achieves a public good—systemic stability, but that good does not war-
rant a subsidy for securities firms any more than the public good of Federal deposit
insurance would warrant a taxpayer subsidy for banks.

Although banks do not receive a taxpayer subsidy, the Fed’s amazing success in
propounding this fiction has raised the question of how best to contain the alleged
subsidy. Careful analysis indicates that even if a subsidy existed, it would flow with
equal ease to operating subsidiaries of banks and non-bank subsidiaries of holding
companies. Therefore, whether there is a subsidy or not, there is no rationale for
limiting the organizational flexibility of banks by requiring that certain activities be
conducted only in non-bank subsidiaries of Fed-regulated holding companies. Mr.
Greenspan’s argument that the holding company structure better contains the fic-
tional subsidy is entirely without merit.

INTRODUCTION

Contrary to frequent assertions by Federal Reserve Chairman Alan Greenspan,
banks do not receive a so-called Federal ‘‘safety net subsidy,’’ as this paper will dem-
onstrate. Instead, banks pay all costs of banking’s Federal safety net, including the
Federal Government’s cost of regulating banks. What is alleged to be a safety net
subsidy, specifically that banks can operate with higher leverage than non-banks,
in fact represents the consequence of the risk-spreading nature of deposit insurance.
That is, banks can operate with higher leverage ratios than their non-bank competi-
tors because banks participate in, and pay for the entire cost of, a risk-spreading
mechanism that safely permits higher leverage.

This paper will first explain what a Federal safety net subsidy would be if banks
did receive such a subsidy. It will then explain the structure of banking’s Federal
safety net to demonstrate that any taxpayer risk, and therefore any subsidy flowing
from this safety net, is concentrated in Federal deposit insurance. The next portion
of the paper will describe various actions Congress has taken over the last 10 years
to eliminate taxpayer risk from deposit insurance by imposing all of that risk on
the capital of the entire banking system. The paper will then explain how deposit
insurance works as a risk-spreading mechanism so as to permit higher leverage for
banks insured by the Federal Deposit Insurance Corporation (FDIC). At the same
time, as the paper will demonstrate, the banking industry pays what amounts to
a subsidy to the Federal Government of at least $1.5 billion annually. Unfortu-
nately, as the paper will explain, Federal deposit insurance has created an
unhealthy cross-subsidy within the banking industry which flows from healthy,
well-managed banks to weak, poorly managed banks. At the same time, large non-
bank financial firms receive an important Federal safety net subsidy in the form
of free access to the Federal Reserve’s discount window. Finally, the paper will con-
clude that while banks do not receive a Federal safety net subsidy, if there were
one it would be equally well contained in a bank-operating subsidiary structure as
in a holding company-affiliate structure.

Two other points regarding this paper are in order. First, the term ‘‘banks’’ refers,
unless otherwise indicated, to all FDIC-insured institutions, including savings-and-
loans and savings banks. However, the term does not encompass credit unions. Sec-
ond, the paper assumes that the alleged Federal safety net subsidy ultimately is
paid by taxpayers. It is highly unlikely that there is another source for such a sub-
sidy.

WHAT A SAFETY NET SUBSIDY WOULD BE IF THERE WERE A SUBSIDY

The threshold question in the debate over whether or not banks receive a Federal
safety net subsidy is what would constitute a taxpayer subsidy to banks if a subsidy
actually existed. That is, how would banks actually reap that subsidy? There appear
to be four ways in which a taxpayer subsidy could be transmitted to banks—direct
payment of taxpayer funds to banks, using taxpayer funds to protect depositors and
others from bank insolvency losses, using taxpayer funds to pay the cost of banking
regulation, and higher interest rates on the Federal debt because of the contingent
taxpayer liability posed by Federal deposit insurance. None of these potential
sources of a Federal safety net subsidy exist, as will be discussed shortly. The ab-
sence of any subsidy is reinforced by the fact that the Fed has never quantified the
dollar amount of this subsidy. As recently as April 28, 1999, when Mr. Greenspan
contended that permitting operating subsidiaries to engage in non-bank activities as
a principal would lead to ‘‘greater Federal subsidization’’ (Greenspan, 1999), he did
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not quantify the amount of that increased subsidy. Surely, if a subsidy existed, Fed
economists could at least estimate its size.

DIRECT PAYMENT OF TAXPAYER FUNDS TO BANKS

The Federal Government does not directly subsidize banking activities by making
explicit payments to banks. For example, the government does not pay banks to
maintain branches in low-income communities nor does it subsidize banks operating
in remote locations. Further, any services which the Federal Government purchases
from banks are priced at competitive market rates.

USING TAXPAYER FUNDS TO PROTECT DEPOSITORS IN FAILED BANKS

Although the S&L crisis cost general taxpayers $125 billion, 1 steps Congress has
taken since then, notably the 1991 enactment of the Federal Deposit Insurance Cor-
poration Improvement Act (FDICIA), have effectively eliminated the risk Federal
deposit insurance poses to taxpayers. These protections are summarized below,
starting on page 6, in the discussion of Federal deposit insurance.

USING TAXPAYER FUNDS TO PAY THE COST OF FEDERAL BANKING REGULATION

Federal banking regulation cost almost $1.7 billion in 1997; 2 figures are not yet
available for 1998. The Office of the Comptroller of the Currency (OCC), the regu-
lator of national banks, is supported entirely by examination and application fees
paid by banks. The same is true for the Office of Thrift Supervision (OTS), the Fed-
eral regulator of thrift institutions (savings-and-loans and savings banks). As will
be discussed further below, the expenses and insurance losses of the FDIC are fully
covered by deposit insurance premium assessments and interest earned on the fund
balance of the FDIC’s two deposit insurance funds, the Bank Insurance Fund (BIF)
and the Savings Association Insurance Fund (SAIF). The expenses of the Federal
Financial Institutions Examination Council, the regulators’ coordinating body, are
charged to the regulatory agencies.

At the Fed, the income value of non-interest-bearing reserves which banks main-
tain on deposit at the Fed was approximately $653 million in 1997, 3 or $136 million
more than the cost of the Fed’s supervision and regulation activities in 1997. As is
widely recognized, the present reserve requirement on checkable deposits is simply
a tax on those deposits. The Fed does not use these reserves to execute monetary
policy since it long ago elected to instead be an interest-rate signaler (Ely, 1997a).
Although reserve balances are declining because of bank sweep accounts (average
reserve balances declined 11 percent in 1998), the income value of reserve accounts
should continue to exceed the cost of Fed supervision and regulation for the foresee-
able future. Any shortfall, though, at the Fed will be more than covered by the
FDIC’s net income, as noted below in the discussion, starting on page 12, of the
banking industry’s forced loan to the FDIC.

INCREASED COST OF FINANCING THE FEDERAL DEBT

Although it cannot be proven, it is highly unlikely that the Federal Government’s
contingent liability under Federal deposit insurance has raised the cost of financing
the Federal debt, for two reasons. Arguably, any increase in this financing cost
could be viewed as a subsidy to the banking industry. First, the Federal Govern-
ment’s debt has unambiguously been rated AAA for many years. In fact, Treasury
securities, despite any contingent Federal deposit insurance liability, are widely
viewed as the closest thing to risk-free debt that exists anywhere in the world.
Therefore, it is difficult to imagine that Federal deposit insurance has raised yields
on Treasury securities.

Second, as will be discussed below, starting on page 6, over the last decade Con-
gress has made Federal deposit insurance essentially risk-free to Federal taxpayers.
Any perceived cost advantage banks have in obtaining insured deposits therefore is
a product of the soundness of banking’s self-financed insurance safety net. Also,
bank deposits appear to be a relatively cheap source of bank funding largely, if not
entirely, because of the expense banks incur in gathering deposits through branch
offices and in the substantial regulatory costs banks must pass through to their de-
positors.

THE STRUCTURE OF BANKING’S FEDERAL SAFETY NET

Banking’s Federal safety net has three components—banks’ ability to borrow at
the Fed’s discount window, the Fed’s guarantee of payment finality on payments
transmitted through the Fed, and Federal deposit insurance. As a practical matter,
if banks receive a safety net subsidy, it comes only through Federal deposit insur-
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ance because the Fed operates the other two components of this safety net on a risk-
free basis to itself and therefore to the taxpayer.

THE FED DISCOUNT WINDOW

The Fed discount window does not provide banks with a safety net subsidy al-
though it does provide banks, and especially small rural banks, with a very slight
funding subsidy comparable to the funding subsidy that the Federal Home Loan
Banks deliver to their members. For the 1992-98 period, discount window loans out-
standing averaged $208 million—$74 million for adjustment loans (used to meet re-
serve requirements and other short-term liquidity needs) and $134 million for sea-
sonal loans to small agricultural banks; for 1998, the comparable numbers were
$162 million, $67 million, and $95 million.4 Given that the Fed’s lending or discount
rate for adjustment and seasonal loans is a below-market rate, this funding subsidy
would equal approximately $2 million annually if a market rate was 1 percent high-
er and $4 million if it was 2 percent higher. Although indefensible, in the larger
scheme of things, this is an extremely modest subsidy.

The Fed should not suffer any losses as a lender since it lends to banks only on
a fully collateralized basis; acceptable collateral is specified in the Fed’s Regulation
A.5 Further, because the Fed can be a very demanding lender, it can insist on sub-
stantial overcollateralization of its loans and can demand the posting of additional
collateral should the posted collateral lose market value. Any losses the Fed did ex-
perience as a lender would be borne by taxpayers because these losses would reduce,
dollar-for-dollar, the earnings the Fed sends back to the Treasury every year. Any
loss the Fed experienced on its discount window lending would occur only because
Fed officials failed to monitor the market value of the Fed’s loan collateral in a time-
ly manner. Also, under Sec. 142 of FDICIA, the Fed could be liable to the FDIC
in a failed bank situation for any increased loss to the FDIC as a result of the Fed
failing to demand payment of outstanding discount window loans within 5 days
after the failed bank became ‘‘critically undercapitalized.’’ However, such a loss
should be a fairly easy bullet for the Fed to dodge.

Therefore, because of its essentially risk-free nature and the modest amount lent,
the Fed’s discount window does not gift a safety-net subsidy to the banking indus-
try. Even its funding subsidy, a few million dollars per year at most, is extremely
modest compared to the funding subsidies provided by the Federal Home Loan
Banks.

THE FED’S PAYMENT SYSTEM

The Fed provides payment finality on interbank payments made through the Fed,
thereby eliminating interbank credit risk for those banks which directly access the
Fed’s payment system. These interbank payments generally take the form of checks
deposited in the Fed for collection from other banks, automated clearinghouse
(ACH) payments, and Fedwire funds transfers. In effect, when the Fed grants pay-
ment finality to a bank for a payment the Fed has not yet collected from another
bank, the Fed has assumed a credit risk on the bank upon which the payment was
drawn while the payment is being processed through the Fed’s payments system.
However, this credit risk is extremely short-term, lasting just a few minutes to a
few hours for any single payment. The Fed has recognized this payment system risk
by establishing daylight overdraft limits; that is, a limit on the amount that a bank
can be overdrawn at any point in time in its reserve or clearing account at the Fed.
Further, the Fed can charge interest on intraday overdrafts; that interest effectively
compensates the Fed for the intraday credit risk it assumes by providing payment
finality at the time a payment is presented to it for collection.6

Operating in a real-time environment, the Fed can effectively eliminate its pay-
ment system risk in two ways. First, it can refuse to accept payment requests pre-
sented to it which are drawn on weak banks. Second, it can accept such payment
requests only to the extent to which a weak bank has covered any intraday over-
draft at the Fed by borrowing at the discount window on a fully collateralized basis.
In other words, through proper, timely management, the Fed can eliminate its pay-
ment system risk and therefore any subsidy that direct access to the Fed’s payment
system would provide to the banking system. As a practical matter, the Fed has al-
ways operated its payment system on a risk-free basis, which means that the Fed
has not subsidized the banking system in this manner.

Contrary to the Monetary Control Act of 1980, which bars the Fed from subsidiz-
ing the priced services (principally collecting checks, processing ACH payments, and
executing Fedwire transfers) it offers to banks, the Fed in fact does subsidize these
services by using a portion of its annual ‘‘pension cost credit’’ to lower its service
prices. In 1997 (the most recent year for which figures are available), the Fed recog-
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nized a pension cost credit of $200.8 million.7 While $138 million of this cost credit
was turned over to the U.S. Treasury, the Fed retained approximately $62.8 million
of this credit to subsidize its priced-services activities.8 However, this subsidy is not
a safety net subsidy. Instead, it represents a conscious effort by the Fed to use funds
that would otherwise go to the U.S. Treasury to gain a competitive edge, through
lower prices, over private-sector providers of payment services.9 An amendment to
S. 900, the financial services modernization bill passed by the Senate on May 6,
1999, will bar the Fed from using any portion of its pension cost credit to subsidize
its priced services activities.

THE FEDERAL RESERVE PORTION OF THE SAFETY NET POSES NO TAXPAYER RISK

Clearly, Fed operations, and specifically its discount window lending and the oper-
ation of its payment system, are designed to operate on a risk-free, and therefore
loss-free, basis. To the best of the author’s knowledge, the Fed has never incurred
a loss from a bank failure. The run on and subsequent failure of Continental Illinois
in May 1984 best dramatizes the ability of the Fed to avoid losses in failed banks.
Fed advances to Continental Illinois peaked at $7.6 billion in August 1984 (Con-
tinental Illinois Corporation, 1984, p. 2), yet the Fed did not lose a penny on that
loan, or at least the Fed has never admitted to any such loss, yet the FDIC spent
$1.1 billion 10 protecting depositors and other Continental creditors against any loss
whatsoever. Clearly, losses incurred under banking’s Federal safety net are focused
on Federal deposit insurance and the FDIC.

FEDERAL DEPOSIT INSURANCE

Federal deposit insurance for banks, which is offered exclusively through the
FDIC, represents the third component of banking’s Federal safety net. Federal de-
posit insurance is a contingent liability of the Federal Government; as a practical
matter, though, numerous safeguards Congress has enacted since the S&L crisis
have eliminated any risk Federal deposit insurance might otherwise pose to tax-
payers.

Federal deposit insurance creates the potential for a taxpayer subsidy only to the
extent that the FDIC incurs losses in protecting depositors of failed banks. If banks
never failed or always failed without losses to the BIF or SAIF, then there would
be no losses to be subsidized. Banks do fail, though, even in good times, and some-
times with substantial losses. However, those losses will not be borne, or in effect
be subsidized, by taxpayers if they instead are paid by healthy banks through de-
posit insurance premiums. Despite suffering $37.1 billion in losses from 1934 to
1997,11 the BIF and its predecessor, the FDIC fund, have not received a single dol-
lar of taxpayer assistance. Instead, all BIF/FDIC losses as well as FDIC operating
expenses have been covered by deposit insurance assessments, which totaled $46.4
billion through the end of 1997,12 and earnings of the BIF/FDIC fund. Even the Fed-
eral Government’s initial $289 million capitalization of the FDIC was repaid in 1947
and 1948, with interest.13 At the end of 1998, BIF had a fund balance (unaudited)
of $29.6 billion (Federal Deposit Insurance Corporation, 1998a, p.17). SAIF, the suc-
cessor to the Federal Savings and Loan Insurance Corporation (FSLIC), which has
had a comparable experience since 1989, reached an unaudited fund balance of $9.8
billion at the end of 1998 (Federal Deposit Insurance Corporation, 1998a, p.17).

Stung by the S&L crisis, and its enormous cost to taxpayers, as well as by the
commercial banking problems of the 1980’s and early 1990’s, Congress enacted nu-
merous reforms which directly or indirectly have eliminated the taxpayer risk in
Federal deposit insurance. These reforms were intended, and to date have per-
formed, to minimize deposit insurance losses while ensuring that all such losses will
be imposed to the maximum extent possible on banks which do not fail. By eliminat-
ing the taxpayer risk previously posed by Federal deposit insurance, Congress trans-
formed Federal deposit insurance from a government guarantee program into a gen-
uine insurance mechanism, albeit a mechanism with serious cross-subsidy problems
discussed below in the section on mispriced deposit insurance premiums, which
starts on page 13.

The seven principal reforms divide into two broad categories—minimizing deposit
insurance losses and imposing all deposit insurance losses on bank capital.

MINIMIZING DEPOSIT INSURANCE LOSSES

Cross-guarantees among affiliated banks (1989) The Financial Institutions Re-
form, Recovery, and Enforcement Act of 1989 (FIRREA), which launched the resolu-
tion of the S&L crisis and FSLIC’s bankruptcy, included a ‘‘cross-guarantee’’ provi-
sion (Sec. 206, enacting 12 U.S.C. 1815(e)). This provision made all ‘‘commonly con-
trolled’’ banks liable for the FDIC’s share of an insolvency loss in any one of the
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commonly controlled institutions. That is, the FDIC experiences an actual loss in
a failed bank only to the extent that it cannot recover its potential loss from affili-
ated banks of the failed bank. As a practical matter, the amount of this potential
recovery is limited to the market value of the affiliated banks. Hence, for deposit
insurance purposes, all banks in a multi-bank holding company or otherwise under
common ownership or control are treated as if they were one bank for the purpose
of absorbing at least some portion of the FDIC’s share of a failed bank’s insolvency
loss. To some extent, the value of this provision to the FDIC has been diminished
by interstate branching, which was authorized in 1994 (and is discussed on the next
page). Nonetheless, it was an important first step which Congress took to minimize
FDIC losses and remains an important loss-minimization tool for the FDIC.

Prompt regulatory action/least-cost resolution (1991) In many ways, prompt regu-
latory action (often referred to as prompt corrective action, or PCA) and least cost
resolution (LCR), are the heart of FDICIA,14 which Congress enacted on November
27, 1991. Together, PCA and LCR represent the most important tool the Federal
Government has to minimize deposit insurance losses in banks which have sunk
into insolvency. At the same time, they reflect a fundamental and understandable
congressional distrust of the bank regulators in the aftermath of the S&L crisis and
problems in the commercial banking industry. Briefly, regulations issued under the
authority of PCA set trigger points in a bank’s slide toward insolvency. These trig-
gers are intended to force regulators to take timely corrective action in a failing sit-
uation or, barring a turnaround, to force the closure of a bank before it becomes in-
solvent. LCR is designed to minimize the FDIC’s use of purchase-and-assumption
transactions in failed bank situations because such transactions can protect the un-
insured portion of deposits, which has the effect of raising the cost of a bank failure.
Although not fully tested during a severe economic crisis, in theory PCA and LCR
should minimize deposit insurance losses even during a crisis. A discussion of the
workings of PCA and LCR lies beyond the scope of this paper.

Depositor preference in failed banks (1993) Although enacted as part of the 1993
budget reconciliation bill as a spending reduction measure and with no debate what-
soever over its deposit insurance implications, the depositor preference provision of
the Federal Deposit Insurance Act 15 serves as a potentially significant legal device
for reducing FDIC losses in failed banks. Briefly, depositor preference gives both in-
sured and uninsured deposits in domestic branches of a bank a liquidation pref-
erence over deposits in that bank’s foreign offices as well as all other general, unse-
cured claims on that bank. Consequently, general unsecured claims which are not
domestic deposits will absorb all of a failed bank’s insolvency loss before the first
dollar of loss will be borne by domestic deposits, and specifically by the FDIC as
the insurer of the insured portion of domestic deposits. Depositor preference already
is playing a role in reducing the FDIC’s loss in the relative handful of banks which
have failed in recent years.

Interstate banking and branching (1994) Although intended primarily to improve
the operating efficiency and customer service of commercial banks, the Interstate
Banking and Branching Efficiency Act of 1994 greatly improved the safety-and-
soundness of the banking system by permitting large banks to operate regionally
or nationally. The banking problems in Texas and other states during the 1980’s as
well as the banking crisis of 1930-33, during which time 9,000 mostly small, single
office banks failed (Federal Deposit Insurance Corporation, 1983, table on p. 41)
were greatly aggravated by state and national banking and branching restrictions
and prohibitions. It is highly unlikely that even a future regional banking crisis,
such as that which struck the Southwest in the mid-1980’s or the New England
banking crisis of the late 1980’s and early 1990’s, would be as severe, in terms of
deposit insurance losses, as those crises were.

IMPOSING ALL DEPOSIT INSURANCE LOSSES ON BANKS

Recapitalizing the deposit insurance funds Sec. 104 of FDICIA established the
framework for building the BIF to a ‘‘designated reserve ratio’’ (presently 1.25 per-
cent of insured deposits) and maintaining that ratio. FIRREA, which created the
BIF and SAIF, established similar requirements for the SAIF. Under the guise of
the designated reserve ratio, the FDIC was able to levy a substantial tax on banks
to build the BIF and SAIF to a 1.25 percent reserve ratio. Although not used solely
to build the BIF to a 1.25 percent ratio, the FDIC levied $27.9 billion of premiums
on BIF-insured institutions from 1990 to 1995 (Federal Deposit Insurance Corpora-
tion, 1997, p. 105). From 1991 to 1996, the FDIC levied $8.5 billion of premiums,
including $5.2 billion in 1996, on SAIF-insured institutions to build that fund to a
1.25 percent ratio (Federal Deposit Insurance Corporation, 1997, p. 107). These huge
assessments cannot be tapped to pay future deposit insurance losses, as is discussed
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in the next paragraph. Hence, they form a permanent investment base which gen-
erates the interest savings on financing the Federal debt that provides much of the
special subsidy discussed below, starting on page 12, which flows from the banking
industry to the Federal Government.

Unlimited FDIC assessment power Of particular importance to taxpayers, Sec.
103 of FDICIA gave the FDIC a blank check, through the authorization of emer-
gency special assessments, on the capital of all of the institutions insured by a par-
ticular fund to quickly rebuild that fund to the designated reserve ratio should prior
losses have driven that ratio below the designated minimum. This unlimited assess-
ment power gives the FDIC the power to draw heavily on the capital of the banking
industry to cover deposit insurance losses should cross-guarantees, PCA, LCR, and
depositor preference fail to minimize those losses. To the extent that the FDIC has
to draw upon its $30 billion line-of-credit at the U.S. Treasury to meet short-term
liquidity needs, those interest-bearing borrowings will effectively be repaid from fu-
ture FDIC assessments.16 At December 31, 1998, the book value of the equity cap-
ital of all FDIC-insured institutions was $556.7 billion (Federal Deposit Insurance
Corporation, 1998, p. 16), almost three times the amount of the insolvency losses
suffered by Federal deposit insurance since the S&L crisis first erupted in the early
1980’s.

Special ‘‘systemic risk’’ or too-big-to-fail assessments In addition to the emergency
special assessment powers of FDICIA’s Sec. 103, FDICIA’s Sec. 141 codified the con-
cept of too-big-to-fail (TBTF) and provided the means to pay for it. Specifically, this
systemic risk provision (the so-called ‘‘systemic risk exception ’’) authorizes the Fed
and FDIC, with the concurrence of the Secretary of the Treasury and the President,
to declare a bank TBTF. The FDIC may then protect, if necessary, all the liabilities
of that bank against loss in order to ‘‘avoid or mitigate’’ the ‘‘serious adverse effects
on economic conditions or financial stability’’ if the bank were liquidated under
FDICIA’s LCR provisions. The systemic risk provision of FDICIA also authorizes the
FDIC to levy one or more emergency special assessments on the other members of
the insurance fund to which the failed TBTF bank belonged to cover the cost of pro-
tecting the failed institution’s creditors. Because of this provision, healthy banks,
not taxpayers, will bear the cost of protecting uninsured creditors of TBTF banks
from any loss.

FEDERAL DEPOSIT INSURANCE PERMITS HIGHER LEVERAGE, WHICH IS NOT A SUBSIDY

Integral to the contention that banks receive a deposit insurance subsidy is the
argument that this subsidy permits banks to operate with higher leverage than non-
bank institutions. Kwast and Passmore (1997, pp. 16-27) present substantial evi-
dence that non-banks, with the possible exception of large investment banks, oper-
ate with less leverage than banks. They close the discussion of their leverage con-
tention by opining that ‘‘these differences [in leverage ratios] are quite likely due,
in substantial part, to the fact that banks have direct access to the Federal safety
net’’ (Kwast and Passmore, 1997, p. 27) without explaining the linkage between this
direct access to the safety net, the subsidy the safety net allegedly provides, and
the higher leverage banks enjoy. Interestingly, they ignore the fact that non-bank
firms can access one important element of the safety net, the Federal Reserve dis-
count window, as will be discussed below, starting on page 13. What is especially
intriguing about the Kwast/Passmore paper is that it ignores an explanation as to
why banks can safely operate with higher leverage—the insurance value of deposit
insurance—that this author explained in the American Banker (Ely, 1997b) 3
months prior to the publication of the Kwast/Passmore paper.

ALL FORMS OF INSURANCE PERMIT HIGHER LEVERAGE

A central element in the subsidy debate is the indisputable fact that all forms of
insurance permit an insured to operate with higher leverage than the insured could
enjoy without insurance. That is, higher feasible leverage is an inherent byproduct
of the risk-spreading nature of any form of insurance. This statement holds true for
businesses, which banks are, as well as for individuals. In effect, insurance prevents
the bankruptcy of businesses and individuals who have partially financed their as-
sets with debt if their assets suffer an insurance-covered decline in value which ex-
ceeds the insured’s net worth. Viewed from another perspective, insurance is a cred-
it enhancement device an insured obtains in exchange for a fee called an insurance
premium.

A simple example will illustrate this crucial point. An individual with a net worth
of $100,000 purchases a home for $200,000 that is partially financed with a
$160,000 mortgage. Having used $40,000 of her net worth to make a down payment
on the house, she has $60,000 worth of other assets. Hence, she has total assets

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00185 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



182

of $260,000 which have been financed by a $160,000 mortgage and her $100,000 of
net worth. If her home then suffers a $150,000 uninsured fire loss, she will now
have assets worth $110,000 and a negative net worth of $50,000 (assets of $110,000
minus the $160,000 mortgage). Personal bankruptcy will occur, which means the
mortgage holder will incur a loss of at least $50,000. The risk of this type of loss
is precisely why lenders insist that borrowers insure mortgaged assets for at least
the amount of the mortgage. Consequently, a person who cannot obtain property in-
surance cannot leverage herself as highly as someone who can obtain such insur-
ance. In effect, insurance exists not just to protect the net worth of the insured, but
equally important to protect lenders against loan losses. In the context of this paper,
a depositor is a lender to a bank.

Insurance works properly, from the perspective of ensuring insurer solvency, if
the risks of loss it has assumed are diversified sufficiently; insurance premiums are
priced properly so as to cover the insurer’s losses, operating expenses, and profits
(thereby deterring moral hazard on the part of insureds); and the insurer has
enough net worth of its own to absorb extraordinarily high or unanticipated losses
and pricing errors. In effect, insurance pools the risk of loss of many insureds in
return for a premium. Consequently, by using insurance to shift the risk of a sub-
stantial loss to an unrelated party, an insured can own more assets than she other-
wise could own since her net worth will not become negative if she suffers an in-
sured loss. Put another way, an insurance contract is an option contract which give
the insured an option on its insurer’s net worth and loss reserves should the insured
suffer an insured loss. An insurance premium therefore is the price of that option
contract.

INSURANCE THEORY APPLIED TO DEPOSIT INSURANCE

This theory of insurance, which reflects the reality of insurance, is applicable to
all types of financial institutions. The creditors of banks and insurance companies
are, to some extent, protected by insurance mechanisms. The creditors of other types
of financial firms, such as investment banks and finance companies, generally
speaking do not enjoy similar insurance protection.17 Therefore, all other things
being equal, firms with insurance which protects their creditors against loss can op-
erate with greater leverage than firms without that type of insurance. Claims on
insurance companies are protected by state guaranty funds; a discussion of these
funds lies beyond the scope of this paper. Instead, the balance of this paper will
focus only on Federal deposit insurance and the protection it provides to bank credi-
tors, specifically depositors.

Although deposit insurance is characterized as protecting depositors, or at least
the first $100,000 of a depositor’s balance in a bank, against loss, in actuality Fed-
eral deposit insurance works in a slightly different manner. A bank fails because
it becomes insolvent; that is, it has a negative net worth because the book value
of its liabilities exceeds the market value of its assets. A bank becomes insolvent,
and therefore a failed bank, when asset losses and operating losses (current ex-
penses exceed current income) consume any positive net worth it had. When the
FDIC takes over a failed bank, it places it in a receivership. The FDIC then ad-
vances to the receivership sufficient funds to ensure that insured deposits are made
whole, either through a direct payment to depositors or a transfer of the insured
deposits to another bank. The FDIC then assumes, under the law of subrogation,
a claim on the failed bank’s receivership in proportion to the amount of insured de-
posits it protected to the total amount of domestic deposits. The payment the FDIC
makes into the failed bank’s receivership is functionally equivalent to the payment
an insurance company makes to a homeowner who has suffered a fire loss or, if so
specified in the insurance contract, to the holder of the mortgage on the home.

Insured deposits permit a bank to operate with higher leverage than it could with-
out deposit insurance because deposit insurance shifts to other banks, through FDIC
premium assessments, the bank’s insolvency risk that otherwise would be borne by
the insured deposits. Unlike a money market mutual fund, though, a bank cannot
operate with infinite leverage, that is zero capital. Instead, it must hold some cap-
ital which effectively operates as an insurance deductible that provides some insol-
vency risk protection for the FDIC and therefore for other banks. The fact that most
banks today are not paying explicit premiums to the FDIC does not negate the fact
that they are paying for their FDIC insurance, as will be discussed below, starting
on the next page. This insolvency risk protection potentially extends to all liabilities
in banks that most likely are TBTF although the uncertainty as to which banks are
TBTF (the so-called ‘‘constructive ambiguity’’ favored by regulators) undermines the
credit-enhancing value of TBTF protection.
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Like any insurance entity, the FDIC must have sufficiently dispersed risks in
order to be a sound, viable insurance mechanism. The FDIC is a very viable insurer
given that it insured 8,554 banking companies at the end of 1998 (Federal Deposit
Insurance Corporation, 1998b, p. 62).18 The fact that the FDIC operates two insur-
ance funds, the BIF and the SAIF, does not threaten the FDIC’s viability as an in-
surer since Congress intends to merge the two funds and in any event would quickly
merge them if one of them began to suffer high losses.

The largest individual FDIC insurance risk, BankAmerica, accounted for just 5.9
percent ($163.5 billion) of the FDIC’s insured deposits at September 30, 1998 (the
latest date for which this data is available).19 BankAmerica’s insured deposits
equaled just 29.6 percent of the total capital of FDIC-insured banks on that date
($163.5 billion/$556.7 billion). Given its size, the diversity of its assets, and its geo-
graphical spread, in the extremely unlikely event that BankAmerica should become
insolvent, the FDIC’s loss in resolving its subsidiary banks would be a tiny fraction
of their insured deposits. For example, if BankAmerica incurred an insolvency loss
equal to 5 percent of its liabilities, it would cost the FDIC $8.2 billion ($163.5 billion
x .05) to protect BankAmerica’s insured deposits against any loss; that amount
equals just 1.5 percent of total bank capital ($8.2 billion/$556.7 billion). If
BankAmerica were declared to be TBTF, which almost certainly would be the case,
a loss equal to 5 percent of the total amount of liabilities to be protected might be
as high as $27-$28 billion, or approximately 5 percent of total bank capital. While
enormous (and reflective of massive regulatory failure), a loss of that magnitude
nonetheless could be borne entirely by the banking system.

Creditors of a non-bank financial firm operating without creditor insurance do not
have a third-party standing by to make them whole if the firm becomes insolvent.
Therefore, creditors of such a firm can look only to the net worth of the firm itself
to protect them against insolvency. Accordingly, without that third-party protection,
creditors properly insist that an uninsured firm operate with less leverage. How-
ever, there is nothing to prevent non-bank financial firms from establishing insur-
ance mechanisms comparable to deposit insurance if their managements desired to
operate with higher leverage.

THE BANK SAFETY NET ACTUALLY SUBSIDIZES THE FEDERAL GOVERNMENT

Contrary to Mr. Greenspan’s assertion that Federal deposit insurance provides
banks with a Federal taxpayer safety net subsidy, the reverse is true—banks effec-
tively provide a special subsidy to the Federal Government and hence to taxpayers.
This subsidy takes three forms—two financial and one non-financial.

BANKS’ LOW-INTEREST-RATE LOANS TO BIF AND SAIF

The Federal Deposit Insurance Act effectively bars BIF and SAIF from dropping
below a designated reserve ratio, which the FDIC Board has set at 1.25 percent of
insured deposits. That is, if the fund balance in the BIF or the SAIF drops below
1.25 percent of insured deposits, either because of deposit insurance losses or
growth in the total amount of insured deposits, then the FDIC Board of Directors
must adopt a recapitalization plan for that fund. Key to raising a fund above a 1.25
percent reserve ratio is levying higher deposit insurance premium assessments on
the members of that fund. This recapitalization requirement effectively means that
the entire fund balance below the 1.25 percent requirement is not available to ab-
sorb deposit insurance losses, except over the very short term. In effect, then, the
required reserve balance in each fund represents what is tantamount to a forced,
low-interest-rate loan from the banking industry to the Federal Government. Banks
extended that loan to the Federal Government through the high deposit insurance
assessments they paid in the early and mid-1990’s that built the BIF and SAIF to
their 1.25 percent reserve ratios. These premium payments constituted a permanent
loan to the Federal Government because the FDIC is ‘‘on budget,’’ 20

A portion of the interest on this loan, which accrues to the FDIC as income earned
on its portfolio of Treasury securities, pays for FDIC losses and expenses in excess
of its deposit insurance premium assessments and other sources of income from out-
side the Federal Government. The portion of its interest income the FDIC spends
effectively constitutes interest banks earn on the forced loan. That interest, which
banks never collect, in turn, is in lieu of making cash premium payments to the
FDIC.

The unspent portion of the FDIC’s interest income on its Treasury securities rep-
resents the net income value to the Federal Government of the banking industry’s
forced loan. Banks receive absolutely nothing in return for this foregone income. In
1997, this loan lowered the cost of financing the Federal debt by approximately $1.4
billion; 21 1998 figures are not yet available. If Congress had put the FDIC on a pure
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pay-as-you-go financing basis, banks would not have had to pay heavy premium as-
sessments to build the essentially untouchable portion of the BIF and SAIF fund
balances. That portion, at the designated reserve ratio of 1.25 percent, reached
$35.6 billion at the end of 1998.22

Arguably, the banking industry delivers another $800 million annually to Federal
taxpayers in the form of the interest banks pay on the FICO bonds issued during
the 1987-89 period to finance a limited disposal of failed S&Ls. This interest is paid
entirely by a special assessment on bank and S&L deposits. Because the S&L crisis
was rooted in numerous failed public policies reaching back to the 1930’s (Ely and
Vanderhoff, 1991), the case can be made that FICO bond interest should be paid
from general taxpayer funds rather than with a special assessment on bank depos-
its.

BANKS’ NON-INTEREST BEARING RESERVES

As noted on page 2, the income value of required reserves actually on deposit at
the Fed exceeded the Fed’s bank supervision expenses by $136 million in 1997.
Given that banks probably hold more vault cash than they would if interest was
paid on reserves on deposit at the Fed, the excess of the Fed’s income on required
reserves over Fed supervision and regulation expenses is somewhat higher. How-
ever, reserves on deposit at the Fed have been dropping due to sweep accounts, so
the income value of these reserves has been declining and would disappear if the
Fed opted to pay interest on reserves (contrary to popular belief, the Fed is not ex-
plicitly barred by law from paying interest on reserves).23 The time may arrive
when the Fed’s supervision and regulation expenses will exceed the income value
of required reserves. However, even if the Fed held no non-interest-bearing reserves,
its supervision and regulation expenses would be substantially less than the interest
savings the Federal Government enjoys by virtue of the forced loan the banking in-
dustry has made to the FDIC, and hence to the Federal Government.

NON-FINANCIAL SUBSIDIES

Because Congress views Federal deposit insurance as a great benefit to the bank-
ing industry, it has imposed social welfare obligations on banks that effectively save
the Federal Government substantial sums. It lies beyond the scope of this paper to
quantify those sums. The Community Reinvestment Act (CRA) is one obvious obliga-
tion. While there is great debate over whether banks make or lose money when
meeting their CRA obligations, it is highly unlikely that CRA lending and service
obligations earn the target rates of return that banks set for other products and
services, especially when considering the substantial administrative costs banks
incur in complying with the CRA. Other laws, such as the Bank Secrecy Act, which
impose obligations on banks but not on other types of financial institutions, effec-
tively represent a special tax on banks and therefore a subsidy to the government.

Adding it all up, the banking industry effectively provided a cash subsidy to the
Federal Government of $1.5 billion in 1997 plus payment of FICO interest and an
incalculable amount of social welfare services, specifically in the form of CRA lend-
ing.

FEDERAL DEPOSIT INSURANCE CREATES AN UNDESIRABLE CROSS-SUBSIDY WITHIN
BANKING

While banks do not, contrary to Mr. Greenspan’s assertion, receive a Federal safe-
ty net subsidy, Federal deposit insurance has created a highly undesirable cross-
subsidy within the banking industry which flows from healthy, well-managed banks
to weak, poorly managed banks. This cross-subsidy takes three forms—mispriced
deposit insurance premiums, excessive capital requirements for low-risk assets and
well-managed banks, and excessive regulatory compliance costs.

MISPRICED DEPOSIT INSURANCE PREMIUMS

Although it may seem odd to contend that healthy banks pay too much for their
deposit insurance while weak banks pay too little given that almost 95 percent of
the banks will pay no deposit insurance premium for the first half of 1999,24 that
in fact is the case, for this reason: The annual income foregone by banks on the de-
posit insurance premiums they paid to the FDIC to build the BIF and SAIF to a
1.25 percent reserve ratio, as discussed above, effectively is an implicit deposit in-
surance premium. Assuming banks could earn a 6 percent yield on this forced loan
to the government, this foregone income is equivalent to almost a 6 basis point de-
posit insurance premium.25 Hence, effective premiums for FDIC-insured deposits
range from 6 basis points to 33 basis points since explicit premium rates presently
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range from zero to 27 basis points. In the author’s opinion, based on his substantial
research on the pricing of deposit insurance, this premium range is too narrow. The
safest banks should pay no more than two basis points for insurance of all of their
deposits while the riskiest banks should pay as much as 70-100 basis points.

The very serious problem caused by mispriced deposit insurance premiums is that
they do not deter bad banking while also causing a misallocation of credit. Thus,
the pernicious nature of mispriced deposit insurance reaches far beyond banks to
the functioning of the entire economy, as became evident in the aftermath of the
S&L crisis and the commercial banking difficulties of the 1980’s and early 1990’s.
Unfortunately, the very real problem of the cross-subsidy within the banking indus-
try caused by mispriced deposit insurance has been masked by the debate over
whether or not banks, taken as a whole, receive a Federal safety net subsidy.

The FDIC itself has acknowledged the shortcomings of its premium rate structure.
Earlier this year, it considered charging a higher premium rate to as many as 573
banks, almost all of which did not pay any premium in 1998. The premium increase
would have been levied on banks with CAMELS ratings of 3, 4, or 5 for bank man-
agement or asset quality (Barancik, 1999a) However, in response to a strong nega-
tive reaction to this proposal, the FDIC quickly announced that it was backing off
from its initial proposal, having ‘‘decided to revise and delay until next year a plan
to make more institutions pay for deposit insurance’’ (Barancik, 1999b). This retreat
by the FDIC does not negate the fact that deposit insurance premiums are under-
priced for riskier banks. The FDIC’s problem is that as a government monopoly it
cannot properly price deposit insurance premiums because prices can be properly es-
tablished only in private, competitive marketplaces where both buyers and sellers,
or insureds and insurers, have a choice as to whom they do business with.

EXCESS CAPITAL REQUIREMENTS

Implicitly acknowledging that neither government banking regulation nor govern-
ment pricing of deposit insurance will prevent unwise banking, Congress effectively
mandated the Basle risk-based capital standards with regulations which tie prompt
regulatory action, discussed above, to various measures of bank capital. Yet like
FDIC insurance premiums, risk-based capital standards only very crudely reflect
the actual riskiness of bank assets. This is particularly evident for loans to private-
sector firms where no distinction in capital requirements is made between firms
which are AAA-rated and those which have a junk bond status. Worse, capital ratios
have been set high enough to minimize banking failures caused by a combination
of inept management and regulatory failure,26 which means that capital ratios are
too high for well-managed banks. Undifferentiated capital requirements for private-
sector credit risks, coupled with the inability of regulators to sufficiently differen-
tiate good banking from bad in establishing risk-based deposit insurance premiums,
are the principal reasons why banking has steadily lost market share as a channel
of financial intermediation. In effect, regulatory inefficiencies have created substan-
tial regulatory arbitrage opportunities which financial services entrepreneurs, utiliz-
ing electronic technology, have increasingly capitalized upon, at banking’s expense.

EXCESS REGULATORY COMPLIANCE COSTS

Because of the regulatory shortcomings cited above and congressional distrust of
the competency of the banking regulators, as FDICIA effectively proclaimed, Con-
gress and the banking regulators have geared regulatory compliance burdens to the
lowest common denominator in banking; that is, the poorly managed banks which
are most likely to fail. This compliance burden is made worse by the inherent, one-
size-must-fit-all nature of government banking regulation. This burden, which im-
poses higher operating costs on banks as well as regulatory straitjackets which im-
pair the managerial flexibility of bank managers, further harms banking’s competi-
tiveness. All of these costs are borne by banks and are in no way subsidized by the
Federal Government.

LARGE NON-BANK FINANCIAL FIRMS RECEIVE AN IMPLICIT SAFETY NET SUBSIDY

While banks pay for the entire cost of their Federal safety net, as demonstrated
above, large non-bank financial firms do not pay for their Federal financial safety
net, which is the ability to borrow at the Fed’s discount window in ‘‘unusual and
exigent circumstances.’’ 27 Although the Fed has not lent in such circumstances for
at least fifty years, it can lend to a large insurance company or investment banking
firm facing severe liquidity problems. The importance of this standby lending au-
thority for the Fed was evidenced by a little-noticed provision in FDICIA (Sec. 473,
Emergency Liquidity) which effectively broadened the types of collateral which the
Fed could accept in lending to non-bank firms to include marketable securities. This
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amendment reportedly was sparked by the liquidity problems some securities firms
faced in the aftermath of the 1987 stock market crash. The report accompanying the
Senate version of FDICIA made clear that this amendment to 12 U.S.C. Sec. 343
was intended to make it easier for the Fed to lend to temporarily illiquid investment
banking firms.

Unpublished reports also indicate that there have been times, specifically in the
mid-1970’s and the late 1980’s, when insurance companies suffering liquidity prob-
lems approached the Fed about borrowing at the discount window. According to
these reports, the Fed did not lend to these insurers, but that does not mean the
Fed could not have lent to them. That insurers occasionally face liquidity crises il-
lustrates one of the great weaknesses of the state guaranty funds for insurers—the
lack of an equivalent to the Fed’s discount window.

Another close call for the Fed may have been Long Term Capital Management
(LTCM). Although the New York Fed did lean on LTCM’s principal creditors to pro-
vide additional liquidity to LTCM during its late-summer crisis last year, had that
liquidity not been forthcoming, the Fed might have been forced to lend directly to
LTCM in order to prevent a liquidity freeze-up in the global capital markets.

While the Fed theoretically would demand sufficient collateral when lending to a
non-bank to protect itself against any loss, there is the danger that the Fed could
not obtain enough collateral fast enough if the market value of the pledged securi-
ties was falling rapidly, as occurred during the 1987 stock market crash and again
last summer following Russia’s domestic debt default and LTCM’s subsequent prob-
lems. This collateralization problem is compounded by the fact that most market-
able securities of investment banking firms already have been pledged as collateral
for the loans financing the purchase of those securities. In such a case, the Fed can
only obtain a junior, and very thin, lien on such securities. Consequently, the Fed’s
risk of loss on discount window lending to non-bank firms may be much greater
than it is on loans to banks which have substantial unobligated assets. Far worse
in the case of non-bank firms, the Fed does not have an FDIC to look to for a bail-
out. As the Continental Illinois caper discussed on page 5 so clearly illustrates, the
Fed can hide behind the FDIC when lending to a troubled bank. Sec. 142 of FDICIA
further exaggerated this difference by limiting the length of time the Fed can lend
to a troubled bank; 28 no comparable limit applies to non-bank discount window
loans.

Non-bank financial firms which have legal access to the Fed’s discount window
do not have to pay a commitment fee in advance for that right of access nor has
Congress established an after-the-fact mechanism, comparable to the FDIC’s unlim-
ited assessment powers, to assess surviving non-bank financial firms for any losses
the Fed might incur in lending to non-bank firms. The absence of a commitment
fee and assessment power effectively has gifted non-bank financial firms with a val-
uable Federal financial safety net subsidy that has been denied to banks through
their forced participation in an unsubsidized Federal deposit insurance scheme. Ar-
guably, a public good—systemic stability—flows from non-bank access to the dis-
count window. However, that good does not warrant this subsidy any more than the
public good of Federal deposit insurance would warrant a taxpayer subsidy for
banks.

IF THERE WERE A BANK SAFETY NET SUBSIDY, THE OPERATING SUBSIDIARY STRUCTURE
WOULD BE PREFERABLE TO THE HOLDING COMPANY STRUCTURE

As should be clear by this point, banks do not receive a Federal safety net subsidy
financed by taxpayers. Consequently, it should be a moot question as to whether the
‘‘op-sub’’ or the ‘‘holding company’’ structure of a banking organization can better
contain a safety net subsidy. Unfortunately, this is not a moot question because of
the amazing success Mr. Greenspan has had in promoting the fiction that banks re-
ceive a safety net subsidy. Therefore, the balance of this paper will examine the con-
tainment issue.

ORGANIZATIONAL DIFFERENCES UNDERLYING THE OP-SUB DEBATE

The op-sub organizational structure is one in which a banking company conducts
what have traditionally been viewed as non-bank activities in an operating subsidi-
ary of the bank; hence, the term op-sub. Notable among these non-bank activities
are securities and insurance underwriting and brokerage. An op-sub, because it is
owned by, and therefore is capitalized by, its parent bank, is subject to the regu-
latory oversight of the bank’s regulator. In effect, the op-sub’s equity capital, and
therefore its capacity to absorb losses, flows from the bank’s owner or owners
through the bank to the op-sub.
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Under rules proposed by the OCC, for the purpose of measuring a national bank’s
compliance with its regulatory capital requirements, a bank’s equity capital invest-
ment in an op-sub must be fully deducted from the bank’s capital. This deduction
will eliminate any double-counting of capital and therefore any ‘‘double-leveraging’’
whereby debt of the parent is counted as equity capital in a subsidiary. Some degree
of double-leveraging is still evident in capital arrangements between bank holding
companies and their subsidiary banks, but not to the extent it once was. Still, the
OCC’s proposed rule represents a more conservative approach to op-sub capitaliza-
tion than now governs the capitalization of banks by Fed-regulated bank holding
companies.

In the holding company structure, non-traditional activities, specifically securities
and insurance underwriting, are conducted in a direct subsidiary of the bank hold-
ing company. Therefore, such a subsidiary is a side-by-side, non-bank affiliate of the
bank. That is, the bank and its non-bank affiliate have a common parent, which is
regulated by the Fed as a bank holding company. The capital invested in the non-
bank affiliate comes from the holding company, possibly with some degree of double-
leverage. This structural alternative is referred to as the non-bank affiliate struc-
ture.

In addition to its equity capital investment, a bank can engage in other types of
financial transactions with an op-sub, specifically lending to it or buying assets from
it. Likewise, a bank can engage in similar transactions with a non-bank affiliate.
In the latter case, Sec. 23A and 23B of the Federal Reserve Act limit the financial
dealings between a bank and its non-bank affiliates; the OCC has proposed to apply
the same restrictions to dealings between a bank and its op-subs. Therefore, the op-
sub debate focuses on equity capital issues and not on debt or other types of finan-
cial transactions.

GREENSPAN’S SAFETY NET SUBSIDY ASSERTION

Mr. Greenspan, with almost no support outside of the Fed, asserts that banks re-
ceive a safety net subsidy which banking companies can use to greater competitive
advantage in the op-sub structure than in an affiliate structure. The fact that the
OCC becomes the key banking regulator of a banking company opting for the op-
sub structure while the Fed is the key banking regulator of a banking company
electing the affiliate structure has no bearing, of course, on Mr. Greenspan’s position
in this debate.

There are two sequential pieces to Mr. Greenspan’s safety net subsidy assertion.
First, he contends that banks generate ‘‘subsidized equity capital.’’ Apparently,
based on a conversation the author had with a Fed economist familiar with Mr.
Greenspan’s thinking on this subject, subsidized equity capital represents the above-
market rate of return banks earn on their equity capital by virtue of their safety-
net access. There apparently are two sources for this additional rate of return.

The first source is that banks can lower their weighted average cost-of-funds by
operating on a more highly leveraged basis than non-banks. This favorable cost-of-
funds differential generates the additional return on equity that banks supposedly
earn. It is true that banks can operate on a more highly leveraged basis than non-
banks, but that advantage does not constitute a taxpayer subsidy. Instead, as was
explained above, it represents the insurance value of any form of insurance. As
noted above, if non-banks want to capture the risk-spreading benefit of insurance,
they should create private insurance vehicles comparable to Federal deposit insur-
ance. As the author has explained in numerous fora, the cross-guarantee concept
can be utilized to privatize bank deposit insurance and can be broadened to insure
the liabilities of non-bank firms.29

The second source of above-market returns that banks supposedly earn stems
from the Federal Government’s guarantee of the FDIC’s insurance obligation. Be-
cause of this guarantee, Mr. Greenspan contends, interest rates on bank deposits
do not reflect a sufficient FDIC insolvency risk premium; that is, depositors would
demand higher interest rates if the FDIC’s insurance obligations were not federally
guaranteed. Presumably this absence of an FDIC risk premium extends to the non-
deposit liabilities of TBTF banks implicitly protected under the FDICIA systemic
risk exception discussed above. However, there is no need for such a risk premium
because the congressional reforms discussed above, starting on page 6, have essen-
tially eliminated the FDIC insolvency risk.

The author readily agrees that deposit insurance is mispriced on a bank-by-bank
basis, and grievously so in some cases, but the FDIC’s unlimited assessment powers,
which underpin the substantial cross-subsidy in deposit insurance pricing discussed
above, readily trump the effect of the bank-by-bank mispricing of Federal deposit
insurance. That is, while some banks may benefit competitively for a time by being
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undercharged for their deposit insurance, eventually their sins will sink them, as
we saw most recently in the BestBank failure.30 Over time, though, the competitive
damage of mispriced deposit insurance falls most heavily on the stronger banks
which are hurt by the overpriced deposit insurance premiums they pay, excessive
capital requirements, and the regulatory burdens discussed above. Hence, while
mispriced deposit insurance and banking regulation adversely distort the financial
marketplace, the net effect of these distortions is far more detrimental than helpful
to well-managed banks.

The second sequential piece of the Greenspan assertion is that having once cap-
tured extraordinary profits, thereby creating subsidized equity capital, banks can
then more easily downstream that subsidized capital into op-subs than it can funnel
that capital up to the bank’s parent holding company, which would then invest that
capital in non-bank affiliates. However, that argument simply does not wash be-
cause it is just as easy, given the tax neutrality of moving earnings around within
a banking company, for the management of the banking company to invest bank
earnings downstream into an op-sub as it is to dividend bank earnings up to the
holding company for reinvestment in a non-bank affiliate. This equality will be
strengthened by the OCC’s proposed rule to require that all capital a national bank
invests in an op-sub be deducted from the bank’s capital for regulatory purposes.31

OTHER ARGUMENTS FAVORING THE OP-SUB STRUCTURE

Other arguments favor the op-sub structure over the non-bank affiliate structure,
including the inherently greater operating efficiency of op-subs. Also, op-subs will
strengthen banks, if the 100 percent capital deduction rule is in place, while non-
bank affiliates could harm affiliated banks, particularly if the corporate veil between
a bank and a non-bank affiliate can be pierced if the affiliate becomes insolvent.
These arguments lie beyond the scope of this paper. However, an article by
Longstreth and Mattei (1997) does an excellent job of demonstrating the legal supe-
riority of the op-sub structure.

CONCLUSION

The contention that banks receive, and therefore benefit competitively, from a
Federal safety net subsidy, is simply false. There is no subsidy because banks are
subject to FDIC assessments which will pay for the full cost of the banking indus-
try’s safety net even in circumstances far worse than the S&L crisis. Further, var-
ious reforms enacted by Congress over the last decade have so dramatically reduced
the potential for such a crisis that the reoccurrence of a crisis of that magnitude
would represent unconscionable regulatory failure, partly by the very agency which
argues that banks enjoy a Federal safety net subsidy.

REFERENCES

Barancik, Scott. (1999a) ‘‘FDIC Staff is Developing A System to Make Some
Well-Capitalized Banks Pay.’’ American Banker, January 4, p. 2.
——. (1999b) ‘‘FDIC Puts Off Charging Riskier Banks More.’’ American Banker,

February 16, p. 4.
Board of Governors of the Federal Reserve System. (1997) 84th Annual Report.
Committee on Banking and Financial Services. (1997) U.S. House of Representa-

tives, Subcommittee on Domestic and International Monetary Policy, Federal
Payment System, Hearing, 105th Congress, First Session, Serial No. 105-31,
September 16, Washington, D.C.

Continental Illinois Corporation. (1984) Annual Report.
Ely, Bert. (1997a) ‘‘Let the Market Set Interest Rates.’’ The Wall Street Journal,

May 20.
——. (1997b) ‘‘Greenspan’s Deposit Insurance Subsidy Argument is Nonsense.’’

American Banker, June 6.
——. (1997c) ‘‘Regulatory Moral Hazard: The Real Moral Hazard in Federal Deposit

Insurance.’’ A paper presented on November 22, 1997, at the annual meeting
of the Southern Finance Association. Forthcoming in The Independent Re-
view: A Journal of Political Economy.

—— and Vicki Vanderhoff. (1991) ‘‘Lessons Learned from the S&L Debacle: The
Price of Failed Public Policy.’’ The Institute for Policy Innovation, Lewisville,
Texas.

Federal Deposit Insurance Corporation. (1980) Annual Report.
——. (1983) Annual Report.
——. (1997) Annual Report.
——. (1998a) FDIC Quarterly Banking Profile. Fourth Quarter 1998.
——. (1998b) FDIC Quarterly Banking Profile Graph Book. Fourth Quarter 1998.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00192 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



189

——. (1999) ‘‘Material Loss Review: The Failure of Best Bank, Boulder, Colorado.’’
Audit report No. 99-005, January 22.

Greenspan, Alan. (1999) Testimony before the Subcommittee on Finance and Haz-
ardous Materials, Committee on Commerce, U.S. House of Representatives,
April 28.

Kwast, Myron L. and S. Wayne Passmore. (1997) ‘‘The Subsidy Provided by the Fed-
eral Safety Net: Theory, Measurement and Containment.’’ Board of Governors
of the Federal Reserve System, September, Mimeograph.

Longstreth, Bevis and Ivan Mattei. (1997) Columbia Law Review 36 (4) October, pg.
1895.

Petri, Tom, and Bert Ely. (1995) ‘‘Better Banking for America: The 100 Percent
Cross-Guarantee Solution.’’ Common Sense, Fall 1995.

ENDNOTES

1. Author’s calculation.
2. These costs, which totaled $1.692 billion, break down by agency as follows: Fed-

eral Reserve System—$517 million; Federal Deposit Insurance Corporation (includ-
ing administrative costs of the deposit insurance funds)—$677 million; Office of the
Comptroller of the Currency—$350 million; Office of Thrift Supervision—$148 mil-
lion.

3. Reserves on deposit at the Fed in 1997 (excluding compensating balances for
services provided by the Fed) averaged $10.792 billion (calculated from the monthly
Federal Reserve Bulletin, Table A6). The average yield on the Fed’s securities port-
folio in 1997 was estimated to be 6.05 percent (calculated from Board of Governors
of the Federal Reserve System (1997), Statistical Tables 6 and 14). $10.792 billion
x .0605 = $653 million.

4. Calculated from data published in the monthly Federal Reserve Bulletin, var-
ious issues, Table 1.12, ‘‘Reserves and Borrowings.’’

5. Codified as 12 CFR 201.
6. It is not necessary for the Fed to include a cost-of-funds element in its intraday

interest rate since it pays no interest to banks which accumulate positive intraday
account balances at the Fed.

7. Board of Governors of the Federal Reserve System (1997), Pg. 288, Table 6,
footnote 1.

8. Ibid., p. 264, footnote 2 to the financial statements for priced services provided
by Federal Reserve banks.

9. The pension cost credit is describe more fully in a report by the author, titled
‘‘An Analysis of the Fed’s Priced Services Activities,’’ appended to testimony by Mr.
Eric Roy, on behalf of the Association of Bank Couriers (Committee on Banking and
Financial Services, 1997, pp. 249-250). This report also discusses other ways in
which the Fed effectively utilizes taxpayer funds to subsidize the services which it
provides to banks.

10. This estimate was obtained in a March 31, 1999, telephone call to the Division
of Finance at the Federal Deposit Insurance Corporation.

11. Federal Deposit Insurance Corporation (1997), Table on Recoveries and Losses
for All Cases, p. 104.

12. Ibid., Table of Income and Expenses, p. 105.
13. Federal Deposit Insurance Corporation (1980), p. 299, Table 127, Footnote 3.
14. Prompt Regulatory Action constitutes Subtitle D of Title I of FDICIA (Sec.

131-133) while Least-Cost Resolution follows in Subtitle E (Sec. 141-143).
15. Depositor preference was enacted as Sec. 3001 of Public Law 103-66 and is

codified as 12 U.S.C. ?1821(d)(11).
16. This line of credit is authorized by 12 U.S.C. Sec. 1824(a). In addition, Sec.

1824(b) authorizes the FDIC to borrow from the Treasury Department’s Federal Fi-
nancing Bank.

Sec. 1824(c) governs the repayment schedule for any such borrowings. Presum-
ably, the interest rate on these borrowings will not be less than Treasury’s borrow-
ing rate given that, in setting the interest rate on Treasury loans to the FDIC, the
Secretary of the Treasury will take ‘‘into consideration current market yields on out-
standing marketable obligations of the United States of comparable maturity.’’ This
provision in Sec. 1824(a) should bar any taxpayer subsidy to banks through this bor-
rowing channel. Given the capital strength of the banking industry today, this line
of credit could safely be canceled.

17. One exception: the Securities Investor Protection Corporation (SIPC), which
is a creature of the Federal Government. It protects the cash and securities account
balances of customers of insolvent broker/dealers against fraud, up to statutorily
specified limits.
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18. Although there were 10,461 FDIC-insured banks at the end of 1998 (Federal
Deposit Insurance Corporation, 1998b, p. 63), the cross-guarantee provision of
FIRREA discussed on page 6 effectively consolidates the banking industry into a
smaller number of institutions for deposit insurance purposes.

19. Calculated from call reports filed with the FDIC by BankAmerica’s ten sub-
sidiary depository institutions.

20. The FDIC is ‘‘on-budget’’ for this reason: for the purpose of calculating the
Federal Government’s revenues, spending, and therefore its annual surplus or defi-
cit, the FDIC’s revenues from outside the government, such as the premiums it col-
lects, count as Federal revenues while its cash outlays count as Federal spending.
It is this inclusion of the FDIC’s revenues and spending in the government’s finan-
cial statements which makes the FDIC an on-budget Federal agency. The interest
the FDIC earns on its portfolio of Treasury securities does not count as Federal rev-
enue because it is merely a bookkeeping transfer within the Federal Government,
from the Treasury to the FDIC.

21. BIF and SAIF combined net income of $1.918 billion ($1.438 billion for BIF
plus $480 million for the SAIF) for 1997 minus a non-cash reversal of prior years’
loss provisions of $506 million equals $1.412 billion.

22. Total insured deposits of BIF and SAIF equaled $2.85 trillion at the end of
1998 (Federal Deposit Insurance Corporation, 1998a, p. 17). 1.25 percent of that
amount equals $35.63 billion.

23. According to several observers on the scene at the time, in 1978, when interest
rates were rising, the Fed proposed to pay interest on required reserves so as to
arrest a decline in Fed membership as state-chartered banks dropped their Fed
membership. Because the Federal Reserve Act does not specifically bar the Fed from
paying interest on reserves, the Fed opined that it could pay that interest. However,
members of the House and Senate Banking Committees strongly opposed this pro-
posal, partly because payment of interest on reserves would have added substan-
tially to the Federal budget deficit. The banking committees reportedly backed up
their position with a legal opinion from the Congressional Research Service of the
Library of Congress stating that the Fed did not have statutory authority to pay
interest on reserves; the author has not yet located that document. Faced with this
extremely negative congressional reaction, the Fed backed off from its proposal.
Congress later solved the Fed’s membership problem by mandating, in the Monetary
Control Act of 1980, that all depository institutions maintain reserves at the Fed
regardless of whether they belong to the Fed. Congress’s views in 1978 were set
forth in a June 5 letter to then Fed Chairman G. William Miller from Henry S.
Reuss, then chairman of the House Banking Committee, and William Proxmire,
then Chairman of the Senate Banking Committee, and in a June 28 letter from
Reuss to Miller.

24. For the first semiannual assessment period in 1999, 95.0 percent of all BIF-
insured institutions will not pay an insurance premium while that will be the case
for 93.4 percent of all SAIF-insured institutions. Just eleven FDIC-insured institu-
tions will pay the highest premium rate of 27 basis points (Federal Deposit Insur-
ance Corporation, 1998a, p. 19).

25. FDIC-insured deposits equaled 74.7 percent of total domestic deposits at the
end of 1998 ($2.85 trillion/$3.814 trillion), as calculated from Federal Deposit Insur-
ance Corporation (1998a), pp. 4, 16, and 17. The FDIC earned approximately a 6
percent yield on its Treasury securities in 1997 (1998 data is not yet available), as
calculated from Federal Deposit Insurance Corporation (1997), pp. 47, 48, 63, and
64. Assuming a minimum reserve ratio of 1.25 percent: .0125 x .06 x .747 = 5.6 basis
points.

26. The shortcomings of government banking regulation are the real moral hazard
in Federal deposit insurance (Ely, 1997c).

27. 12 U.S.C. Sec. 343, second paragraph. Unlike banks, which can borrow at the
discount window of a Federal Reserve bank without prior approval by the Board of
Governors of the Federal Reserve System, loans to non-bank firms require an af-
firmative vote of five members of the Board of Governors.

28. 12 U.S.C. 347b(b)(1), as amended by Sec. 142 of FDICIA, provides that
‘‘[e]xcept as provided in paragraph (2), no advances to any undercapitalized deposi-
tory institution by any Federal Reserve bank under this section may be outstanding
for more than 60 days in any 120-day period.’’

29. See for example, Petri and Ely (1995). Other articles and papers on the cross-
guarantee concept are posted on the Ely & Company website at http://www.ely-
co.com.

30. On July 23, 1998, the BestBank of Boulder, Colorado, failed with total assets
of $314 million. The FDIC’s estimated loss in BestBank, as of the end of 1998, was
$171.6 million, or 55 percent of assets; that loss percentage may go higher. As

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00194 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



191

spelled out in a 74-page report issued by the FDIC’s Inspector General (Federal De-
posit Insurance Corporation, 1999), BestBank represents an extremely serious regu-
latory failure by the FDIC.

31. An amendment to H.R. 10, as reported by the House Banking Committee on
March 11, 1999, would require that this capital deduction include all retained earn-
ings in the op-sub.

Chairman SUNUNU. Thank you very much to each of our wit-
nesses.

Let me begin with Ms. Miles.
Could you please talk in slightly more specific terms about the

trends in the size of the portfolios held by the GSEs, both whole
loans and their own mortgage-backed securities?

In relative terms, what has been the size of the increase over the
past decade? Is it a new trend or are the portfolios they hold essen-
tially the same size as they have held historically?

Your comments.
Ms. MILES. You have two separate trends going on. Historically,

until about the middle 1980’s, Fannie Mae was a portfolio holder
and they did not start issuing mortgage-backed securities until
about 1980 and they were not a significant size until a few years
after that.

Freddie Mac, by contrast, started life as a mortgage-backed secu-
rities issuer and held very small portfolios. That started changing.

Chairman SUNUNU. Started changing when?
Ms. MILES. Again in the 1980’s and significantly in the 1990’s.

At this point, I am going to have to check my memory here. I know
Tom has some numbers in front of him. I believe that Freddie Mac
is up to about—not quite one-third of its assets in the form of its
portfolio or repurchased mortgage-backed securities and about two-
thirds in mortgage-backed securities.

Chairman SUNUNU. Mr. McCool, did you want to offer some spe-
cifics?

Mr. MCCOOL. That is about what we have. For Freddie Mac, it
is about one-third in portfolio and two-thirds as MBS outstanding
and for Fannie Mae it is about 43 percent in portfolio.

Chairman SUNUNU. Let’s stay focused on their portfolios, when
you say 43 percent in portfolio.

Mr. MCCOOL. That means that they hold either as whole mort-
gages or as repurchased mortgage-backed securities about 43 per-
cent of the total outstanding obligations are in their portfolio rath-
er than as outstanding mortgage-backed securities that somebody
else holds.

Chairman SUNUNU. And for Fannie Mae in particular, that
amount would be approximately $550 billion currently? Is that
right?

Mr. MCCOOL. Well, 522 at the end of 1999.
Chairman SUNUNU. You mentioned both whole loans and mort-

gage-backed securities. What are the differences in risks that the
holder of those securities are exposed to? In other words, from the
standpoint of systematic risk, interest rate risk, prepayment risk,
is there any difference in whether or not the GSEs or any other fi-
nancial institution chooses to hold whole loans versus mortgage-
backed securities?

Ms. MILES. Would choose to hold them?
Chairman SUNUNU. Yes.
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Ms. MILES. If you are holding them, you have all the risks. The
advantage of mortgage-backed securities, when you sell them, you
are selling mortgages off your books. You are retaining the credit
risk, but you are pushing off onto someone else the interest rate
risk.

One of the reasons they are less profitable than holding whole
loans is that in the process of giving someone else the interest rate
risk you also have to give them the profitability that attaches to
that. But when you buy them back on your books, you are essen-
tially repatriating all that risk.

Chairman SUNUNU. My question is: For the purposes of us as-
sessing a change in the risk profile, should it matter to us whether
Fannie Mae, say, previously held $100 billion in whole loans and
today holds $100 billion in mortgage-backed securities? They are
still taking the credit risk on both and because they choose to hold
them, they are holding interest rate risk and prepayment risk, cor-
rect?

Mr. MCCOOL. Interest rate and prepayment risk. Right.
Mr. ELY. Mr. Chairman, if I could add to that, there is cause for

concern because when they do take back the interest rate risk, par-
ticularly if they buy back mortgage-backed securities that they or
someone else has previously issued, they take back the interest
rate risk and they bring back the prepayment risk. This gets to
what is, I think, of concern with regard to their balance sheets.
That is, they become like the traditional S&L of the 1960’s and
1970’s, that is, they significantly maturity mismatch on their bal-
ance sheet in terms of how they fund themselves.

Now, they hedge a lot of that risk by buying interest rate swaps
and other forms——

Chairman SUNUNU. If you could hold up there, believe me, I will
get to hedging, but for the purposes of laying out information, I
want to proceed with a little bit of order, whether it is order in my
own mind only.

Mr. McCool, you talked a little bit about new product issuance
and about HUD’s proposed regulations regarding new products to
make housing more available to lower income people.

Question one is how do new products that might be offered by
the GSEs affect their risk profile and their credit risk profile in
particular. And maybe comment regarding the 3 percent down pay-
ment product which is just one new product that has been in the
news and been marketed pretty heavily.

Mr. MCCOOL. The effect on the risk profile would obviously de-
pend on the product, but in cases where, you know, you are moving
toward lower down payment products, then it would tend to in-
crease the credit risk, to the extent it is not hedged.

Chairman SUNUNU. You also discussed investment in, I guess,
non-mission-related vehicles, cash value life insurance and other
investments. Why has there been a delay in issuing regulations re-
garding those investments?

Mr. MCCOOL. Well, you would have to ask HUD that. We have
been sort of—we have recommended that HUD issue regulations to
establish criteria, as I said, in our 1998 report and they did put out
an advance notice and they did get some comment back but they

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00196 Fmt 6601 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



193

have not actually gone forward with the regulations to set forth cri-
teria.

Chairman SUNUNU. Is it your contention, as you addressed those
issues in your testimony, that those investments in non-mission-re-
lated securities increases the risk profile of the GSEs?

Mr. MCCOOL. Well, actually, some of them might be quite safe
and sound, let’s put it that way. For example, some of the non-
mortgage investments that Freddie Mac purchased were actually
from a safety and soundness perspective probably pretty good, but
they had nothing much to do with what Freddie Mac was in busi-
ness from the GSE perspective.

So that is part of the issue, are they mission-related in the sense
that the GSEs were given privileges to achieve a mission and the
question is whether they are doing that. So they could be safe and
sound and not mission-related, they could be both risky and non-
mission related, I guess. We have not seen too many examples of
that, but that is also feasible.

Chairman SUNUNU. Ms. Miles, Mr. Ely mentioned mismatch, the
concern that long-term liabilities might be funded with short-term
assets. Have you made any effort to quantify the degree to which
the portfolios held by the GSEs are well matched and how do we
as policy makers better understand whether or not there is an ap-
propriate level of matching in these portfolios?

Ms. MILES. I have not attempted to do that recently. We have
some horrendous examples from the past, including one that I gave
you in my written testimony about what happened when Fannie
Mae in the late 1970’s and early 1980’s was in fact our largest sav-
ings and loan association. They were not well matched at that
point.

They did what every S&L did. They used the relatively short end
of the yield curve in order to fund mortgages at the longer end and
according to a study done by HUD in 1986, on a mark-to-market
basis, they were insolvent every single year from 1978 through
1984 and only came out of trouble in 1985, generally because of
regulatory forbearance.

Having said that, I do not think anyone sees anything quite like
that now and the best people to ask that question are here today.
I would ask OFHEO and also the Federal Housing Finance Board
what those matches are.

Chairman SUNUNU. Mr. Ely, you raised the case of Long-Term
Capital Management and I would like to address that a little bit,
in a little bit more detail.

You mentioned that their debt was only one-seventh of the
GSEs’. Does that include their exposure as a result of their trading
on margin?

Mr. ELY. Yes, because this was a very highly leveraged institu-
tion. In effect, it largely financed its asset portfolio with, if you will,
margin debt. It may not have been called that as such, but effec-
tively it was very highly leveraged.

Chairman SUNUNU. But they do not actually hold their margin
exposure on their books as debt, correct?

Mr. ELY. I have never seen their financial statements. I am not
sure they have ever been published. But as I understand it, they
owned assets, a variety of securities, that were financed with debt
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that was on their balance sheet. They also had some off balance
sheet exposures, too. As I understand it——

Chairman SUNUNU. But this is a not insignificant point. They
had debt obligations to a number of financial institutions that
eventually came and were willing to roll over their debt in order
to facilitate the orderly liquidation. And I assume that is the debt
that you talk about being one-seventh the size of the GSE debt.

Mr. ELY. That is correct.
Chairman SUNUNU. It would seem to me that that would not in-

clude, however, their exposure to margin calls which a margin call
does not necessarily require the entry of a debt or an obligation on
your books. So it would seem to me that there is at least something
of a difference here and there was an enormous exposure to margin
calls in the case of Long-Term Capital Management that I hope, as-
suming that the non-mission related-investments are more or less
focused, the GSEs are not exposed to. I do not know of any GSE
being exposed to a margin call, do you?

Mr. ELY. I am not aware of that.
Chairman SUNUNU. Long-Term Capital Management, they also,

I know, traded quite heavily in currencies and currency futures.
That is obviously a very volatile market that GSEs are not really
exposed to. Is that correct?

Mr. ELY. Except that they do raise funds in foreign markets, so
whether or not any of that is in foreign currencies, I do not know,
but they do sell their debt on a global basis so that the extent to
which we worry about systemic risks, we have to think not only in
terms of how U.S. investors are reacting, but also about foreign
owners of their debt.

Chairman SUNUNU. If they were effective at managing their risk
exposure, I assume they would just swap out of any exposure to
foreign currencies, correct?

Mr. ELY. That is a reasonable assumption.
Chairman SUNUNU. In the same way that they would swap out

of exposure to short-term rates if they wanted to balance their
portfolio appropriately.

Mr. ELY. That is correct. But what that does is create
counterparty risk, which is a form of credit risk. In other words,
the underlying assumption in any kind of swap or derivative ar-
rangement is the counterparty will be able to perform if and when
called upon to do so. One of the things discussed in the report I
co-authored on nationalizing mortgage risk is that the footnote dis-
closures by both Fannie and Freddie, in my opinion, do not provide
enough insight into the counterparty risk that they have under all
of their swap and derivative arrangements.

Chairman SUNUNU. What is riskier, holding a whole loan or
holding a mortgage-backed security? To an individual, for example
to me. Let’s start with that.

Mr. ELY. It depends on who issues the mortgage-backed security.
If the mortgage-backed security is issued by one of the GSEs, by
Fannie or Freddie, then I would argue that that is less risky than
holding a whole mortgage because of the implicit backing of the
Federal Government.

Chairman SUNUNU. I mean, it says pretty clearly that it is not
backed, so let’s assume that to be the case.
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What about for a financial institution? What is riskier for the
bank in my hometown, Bedford or Manchester, New Hampshire,
what would be riskier, holding a whole loan or holding a mortgage-
backed security?

Mr. ELY. If you leave aside even the Federal guarantee, presum-
ably it is riskier to hold a whole mortgage if the bank has a large
concentration of mortgages it has originated locally because one of
the benefits of mortgage-backed securities, whether they are issued
by a GSE or privately, is that they provide geographical risk dis-
persion.

Chairman SUNUNU. Should we be concerned, and should we in-
clude in these discussions, then, the fact that the whole loans held
by the bank and thrift industry still dwarf the number of mort-
gage-backed securities held by the bank and thrift industry, I think
by a factor of two to one or three to one?

Mr. ELY. Well, again, that also is a function of what the capital
levels are at the banks and thrifts. In other words, there may be
risk in the form of a geographical concentration, but if the bank or
thrift holds enough capital, then that can offset the risk. That is
the tradeoff. And basically, banks and thrifts are held to a higher
capital standard to reflect the fact that they have some degree of
concentration of risk.

Although it is not widely used, there is an instrument, known as
a credit derivative that represents another tool for trying to diver-
sify geographical risk concentrations.

Chairman SUNUNU. Thank you.
Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman.
Let me go back just for a second to this question of risk. It seems

to me there are two types of risk related to a mortgage, whether
it is in the form of a whole loan or mortgage-backed securities, and
you all have said this, but just to clarify, there is credit risk related
to the asset itself and there is interest rate risk. Both entities, both
instruments, carry some form of that type of risk.

But I think we need to also consider the fact it is not—I do not
think we can just say because Fannie and Freddie have the im-
plicit guarantee of the Federal Government, which I totally concur
with, that we also have to give some credit to underwriting stand-
ards, whether they be Fannie and Freddie’s underwriting stand-
ards or the bank’s underwriting standards or whoever’s underwrit-
ing standards. So I think there are other factors that come into
play as to what the risk is.

I also need to say, and I think the chairman was commenting on
this, I realize we like to use Long-Term Capital Management as a
comparison. I think that is a red herring.

And, Bert, you made this clear in your comments in response to
the chairman, that the types of investments that LTCM was in,
which I do not have objection with them doing that, are far dif-
ferent in most respects with the types of investments that the
GSEs are in, just as the GSE investments are different in many
respects to the types of asset investments on the part of banks, on
the part of mutual funds, et cetera.

Now, the question is the concentration, which I think is where
you make a bigger point and the question of is there too much con-
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centration in the mortgage market on the part of the GSEs with
a potential for systemic risk and how that flows back to the tax-
payer.

Now, let me ask a couple of questions. One issue that we have
sort of talked around which I think was sort of the initial focus of
this hearing and that is what is the risk to the taxpayer com-
pounded by the fact that the GSEs in addition to issuing corporate
debt with which they use the proceeds to purchase whole loans and
then the corpus of which is pledged against that corporate debt, is
that risk compounded when the GSEs enter the secondary market
and purchase back mortgage-backed securities which they issued?

And, second of all, how much of that purchase is for the purpose
of supporting the primary market price of the securities itself that
they are issuing and how much of it is, for lack of a better term,
an arbitrage play because their ability to—because of both the price
of the security in the market and the cost of their capital?

And if it is such a play, how much of that—and I am not going
to ask you to quantify the difference today, but how much of that
spread, if you will, enures back to the benefit, if any, to the home-
owner in terms of lower mortgage costs? Or does it all go to the
shareholder? Or do you know?

Mr. ELY. Well, to address a couple of points, in my opinion, you
do not have to have Fannie and Freddie to maintain liquidity in
the secondary market. That market is big enough that private sec-
tor firms, specifically broker dealers, could do that job.

In my opinion, the MBS buyback is to take advantage of arbi-
trage. It is an arbitrage play. Driving it, in my opinion, is that
Fannie and Freddie have made a commitment to the financial mar-
kets, Fannie more strongly than Freddie, to grow their earnings at
15 percent a year, to double their earnings every 5 years.

The mortgage market is not growing that fast and so they have
to figure out how to grow their revenues faster than the market is
growing. A good way to do that is to buy back MBS, to get the in-
terest rate spread, which is significantly greater for carrying inter-
est rate risk than carrying credit risk.

Our assessment is that on a net profit basis, depending on which
GSE you are looking at, they get about four to six times as much
net profit, per mortgage dollar outstanding, if they assume the in-
terest rate risk which they get by buying back the MBS. So ulti-
mately their MBS buybacks are driven by the earnings growth
commitment that they have made to Wall Street.

Now, in terms of where that benefit goes, that is something I
have not assessed. It would be a good question to pose to CBO in
the context of the study that they are doing to update their 1996
report on Fannie and Freddie. At that time, CBO made an estimate
as to how much of the overall subsidy that Fannie and Freddie
have flows through to homeowners and how much of it stays with
stockholders and management.

Mr. BENTSEN. And I want to hear your comment, but I want to
follow up with Bert here because we——

Is the reason, in your opinion, that Fannie and Freddie—let’s say
Fannie, is the commitment to the capital markets of the 15 percent
annual return because the structure of the entity is such that the
Federal Government wanted to jump start the secondary market
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and ease the ability to gain a mortgage and in effect leverage pri-
vate capital, that the entities have to be able to raise private cap-
ital at a competitive rate of return and the fact that, criticism not-
withstanding, the ability for the GSEs to expand into non-mortgage
investments in any marked way, as opposed to a nominal sense, is
limited by the fact that HUD oversees them and there may be leg-
islation, et cetera, has this created sort of a Hobson’s choice for us
of whether we want to have—of the type of entity that we have
here?

Is this part of our own creation, that they are forced to earn re-
turns where they can in order to meet their mission and satisfy
those who are putting capital into it?

Mr. ELY. Well, there are two issues here. First, in terms of the
rate of return, they clearly are earning above-market rates of re-
turn on their equity capital. ROEs of 22 and 24 percent are earned
on a steady basis, which are quite handsome compared to genuine
private sector firms.

What is the motivation here is that it is the promise of such sig-
nificant growth in earnings, that is 15 percent a year, doubling
earnings every 5 years, that is key to driving up their stock price.
That is what motivates Fannie and Freddie—not so much the striv-
ing for high ROE as it is the earnings growth rate.

And, again, the problem they face, and maybe it is their Hobson’s
choice, is that they have made a commitment to the financial mar-
kets to grow their earnings faster per year than the mortgage mar-
ket as a whole is growing, which means they have to assume a
larger and larger market share, if you will, of the total interest
spread that exists in the mortgage market.

This is increasingly a dilemma for them. My sense is that the
stock market is increasingly skeptical of their ability to maintain
that earnings growth rate, which is again separate from the ROE
question.

Mr. BENTSEN. But without sufficient capital, they are unable to
purchase more mortgages in the secondary market at a rate com-
petitive enough to meet the missions that Congress set out when
they were created in the 1930’s and in the 1960’s. Is that correct?

Mr. ELY. Well, that is true, except that a lack of capital has not
been a problem for them. At times, Fannie particularly has been
buying back stock. Given what their stock prices have been, at
least until very recently, they would certainly have no problem in
issuing additional capital stock. So I do not think——

Mr. BENTSEN. So it is not that stock buyback—it is not nec-
essarily a bad thing. I mean, we would expect in a corporation that
has sufficient capital that it ought to support a stock price at a rel-
atively good price through a buyback. I mean, that would be some-
thing—that would be considered a good corporate practice in most
cases, right?

Mr. ELY. That is true, but a stock buyback suggests that a cor-
poration has more capital than it needs rather than being short of
capital, so I do not think that Fannie and Freddie have suffered
from a lack of capital.

Mr. BENTSEN. Do you all have any comment?
Ms. Miles or Mr. McCool?
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Mr. MCCOOL. Well, I think just getting to your question, I think
it is fairly clear that holding mortgages in a portfolio, whether it
be MBS or whole loans, is both more profitable and riskier than
issuing MBS. I think that is true. What is done with the profits is
something that is very difficult to know.

I think that the question about a Hobson’s choice, in our work
on mission regulation, we talk about it as the tension between in-
creasing shareholder value and fulfilling the mission and I think
it is fairly clear that that tension exists. That is why mission regu-
lation is so important.

Ms. MILES. I think as far as the repurchase of mortgage-backed
securities goes, it is difficult for me to understand what that is sup-
posed to do for housing markets because if you believe that capital
markets are well integrated, then what you are talking about is a
GSE taking one form of its means of financing mortgages and sim-
ply substituting it for another form of financing mortgages. In
other words, issuing general GSE debt in order to buy back mort-
gage-backed securities, which are the other way of financing them,
and you should end up with a wash.

Mr. BENTSEN. Thank you, Mr. Chairman.
Chairman SUNUNU. Thank you.
One brief point to clarify. A wash in terms of both interest cost

and liquidity?
Ms. MILES. In terms of what it is that the GSE has actually

done. I mean, if you finance the mortgages by buying them through
GSE debt or if you finance them through selling mortgage-backed
securities, those are both means of financing mortgages. And if you
simply substitute one for the other while you change who is holding
the risk, you still have the same amount of mortgage money sitting
out there in the market.

Mr. BENTSEN. Mr. Chairman, if you will yield, that is true except
for the ability, I think, to buy—if you are able to go back into the
market and buy the MBS at a discount, at a deeper discount than
the issuance price, the question is what do you do with the spread
on the discount.

We know that MBSs fluctuate in price based upon interest rate
changes which are obviously beyond the control of Fannie and
Freddie, or I think they are, and the guy who is doing that is testi-
fying over at the banking committee now, they are over there.

And the question comes back to, again, is taking advantage of
that spread doing one of two things: is it supporting the initial
issuance price of the future MBS or the current MBS and that may
or may not be the case, although issuers do do that from time to
time, support their product in the secondary market, both private
and Fannie and Freddie, but the other is what are you doing with
the spread and is the spread somehow affecting the price of the fu-
ture issuance and thus the price of the mortgage to the consumer,
which is the original mission.

Ms. MILES. Again, that depends on what you believe about the
substitutability of these instruments.

Chairman SUNUNU. Thank you.
Mr. Hoekstra.
Mr. HOEKSTRA. I thank the chairman. I thank you for doing this

hearing.
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Ms. Miles, I would just like to go to some testimony on page 3
of your testimony and I want to get an elaboration or expansion of
your comments at the bottom of the page where it talks about mar-
ket power.

‘‘By most accounts,’’ and I am quoting, ‘‘By most accounts, the
problems that gave rise to creation of the housing GSEs have been
corrected. Correction is generally measured in terms of the degree.’’

So are you saying that the circumstances and conditions that
gave rise to GSEs in this area are no longer out there, that the
need no longer exists?

Ms. MILES. The academic studies that have been done on this
would say yes, that is correct. The argument then becomes one of
does the market failure reappear if you remove GSE status from
the market and that is where most of the argument would be
today.

Mr. HOEKSTRA. OK.
Mr. ELY. If I could add something to that?
Mr. HOEKSTRA. Yes.
Mr. ELY. We have a substantial amount of asset securitization in

this country that has nothing to do with the GSEs, in the jumbo
mortgage market, credit cards, and auto loans. The markets have
learned how to securitize assets. If Fannie and Freddie went away,
the markets would still be able to securitize mortgages.

Mr. HOEKSTRA. Thank you.
Ms. MILES. And if I could pick up on one thing there. I do not

know of anyone who is actually advocating that Fannie and
Freddie go away. I have heard a lot of advocacy that they simply
graduate out of their GSE status, which is a different question.

Mr. HOEKSTRA. Right. And they graduate out of GSEs to move
them away from the benefits that I think all three of you talked
about in your testimony that they receive as being identified as a
GSE.

And I would also assume if we moved them away from a GSE
we would also perhaps move away some of the risk that is associ-
ated with the taxpayer. Would that be safe to say?

Mr. ELY. Yes.
Mr. HOEKSTRA. OK. Because I think where I then start getting

some concerns, I think, again, Ms. Miles, on page 5 of your testi-
mony, you talk about them repurchasing their mortgage-backed se-
curities and it is toward the bottom of the page.

‘‘While it is clear that this increases shareholder value, it is dif-
ficult to understand what, if anything, it does for mortgage mar-
kets.’’

So this really—what I see at least I think all three of you talking
about in your testimony, you are seeing behavior out of these GSEs
that is not associated with their primary mission, but is associated
with their mission to their shareholders of meeting the commit-
ments that they have made to their financial markets.

Is that what you are saying here on page 5?
Ms. MILES. That is correct. And one of the things to bear in mind

is when we set up GSEs, I tried to make clear right up front, we
set up something that has an inherent contradiction in it. Because
while it has a public purpose and those charters are intended to
be tools to take care of that public purpose, we also set them up
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as private enterprises with a fiduciary, a legal responsibility to
their shareholders. There is a tension there.

Mr. HOEKSTRA. That is right.
And then, Mr. McCool, in your testimony on page 6, you are

using the same type of examples. ‘‘We pointed out that the enter-
prises have incentives to use the funding advantage associated
with their government sponsorship to make non-mortgage invest-
ments, such as corporate bond purchases, that may result in arbi-
trage profits.’’

Again, you conclude, ‘‘However, our report concluded that the re-
lationship between long-term non-mortgage investments and the
enterprise housing mission is not entirely clear.’’

So you are saying the same thing, that there is not—activity that
the GSEs are engaged in may or may not be directly related to
their primary mission.

Mr. MCCOOL. There are cases where that is very true. There are
cases where non-mortgage investments are necessary to maintain
liquidity and there are other cases, we suggest, where that rela-
tionship is not clear.

Mr. HOEKSTRA. And then at the bottom of page 6, you go on to
talk about, ‘‘For example, in our March 1998 report, we pointed out
that HUD approved a new mortgage program Fannie Mae that
would involve Fannie Mae in purchasing cash value life insurance,
which is essentially a non-mortgage investment. HUD officials told
us that they lacked expertise in cash value life insurance when
they approved the Fannie Mae program.’’

We are seeing these organizations move into an area where it
may be higher risk to the taxpayer, it gets to be even higher risk
if the people that have oversight over them do not understand the
activities that they are engaging in. Is that what you are saying
in this section?

Mr. MCCOOL. Well, part of the issue there was we thought it
would have been prudent for HUD to talk to, in this case, Treas-
ury, who actually does understand cash value life insurance and,
in particular, the tax treatment thereof, which was one of the
issues. But in this case, that discussion did not occur.

Mr. HOEKSTRA. Well, what you are saying is that for an organi-
zation whose debt approaches that of Treasury and in some form
is overseen by HUD, HUD is approving activities and actions that
it does not understand.

Mr. MCCOOL. In this particular case, I think that was true.
Mr. HOEKSTRA. Mr. Chairman, I have no more questions. Thank

you.
Chairman SUNUNU. Thank you, Mr. Hoekstra.
Mrs. Clayton.
Mrs. CLAYTON. Thank you, Mr. Chairman. I also think this is a

significant hearing. I would also ask if my opening statement may
be a part of the record.

Chairman SUNUNU. Without objection.
[The prepared statement of Eva M. Clayton follows:]

PREPARED STATEMENT OF HON. EVA M. CLAYTON, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF NORTH CAROLINA

Chairman Sununu, this is the latest in a series of hearings and other activity that
have focused on this important subject.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00204 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



201

On July 18, our colleague, Congressman Peter Hoekstra, issued a ‘‘Dear Col-
league’’ calling for ‘‘A Healthy Debate on the Future of GSEs.’’

That call came on the heels of five hearings on GSEs that have been conducted
in Congress, this session.

Those hearings centered around a Bill, H.R. 3703, that has been introduced by
our colleague, Congressman Richard Baker.

Despite those hearings, it appears that we are still searching for the right thing
to do in this situation—There is no emerging consensus.

I believe it is important and useful that Congress exercise its oversight authority,
especially on a matter—housing—that affects all of our citizens.

Home ownership rates in the United States have reached historic levels.
One of the questions I hope this hearing will help answer is whether the role of

the GSEs has substantially and significantly contributed to this desirable rise in
home ownership?

And, if so, will the call for reform help or hurt this role?
No one likes debt.
But, another question I hope this hearing will answer is whether the debt of GSEs

is something about which we should be concerned to the point of panic.
It is fair to say that, while comparison of GSE debt to Treasury debt is of some

use, the comparison is not exact.
They are not the same.
Still another question I hope this hearing will help to answer is whether the

GSEs, by their activities, are exposing our Government to unreasonable and unac-
ceptable risk?

Not all risk is unreasonable and unacceptable.
A related question is whether the GSEs, through their debt, are adding to or con-

tributing to the debt of the United States.
We have worked hard to eliminate the national debt, and we are on track to do

just that by 2013, and activity that impedes that progress must be closely scruti-
nized.

What is the fundamental role of the GSEs, and can that role be better performed
by some other entity?

Is the current arrangement with the GSEs in need of repair, restructuring, radical
change?

And, finally, I hope this hearing will help us to answer the question, what is best
for the consumer—- what is best for the American people?

Can we have home ownership, without debt?
Can we ensure that every citizen, regardless of their station in life, with hard

work, determination and careful budgeting, has a chance to own a home, without
the involvement of the GSEs?

While home ownership has reached historic levels in America, still, for many, it
is out of reach.

Like home ownership generally, minority home ownership has grown.
Yet, despite that growth, home ownership among African- Americans today stands

at just over 47 percent.
And home ownership among Hispanics stands at roughly the same amount.
Yet, the home ownership rate among whites is close to 75 percent.
Home ownership, Mr. Chairman, is the backbone of this Nation’s way of life.
Whatever we do, we must promote that important goal.
Before we change anything, we must be clear as to whether what we have now

is a benefit or a burden.
And, even if it is a burden, when weighed against the good it does, is it a nec-

essary burden.
Under current law, Fannie Mae and Freddie Mac face strict supervision and ex-

amination by OFHEO, which has a staff of 95, whose full-time responsibility is to
oversee these two entities.

Fannie Mae and Freddie Mac will argue that they employ sophisticated interest-
rate and credit risk management strategies, strategies, they will say, which provide
more than adequate protection.

Fannie Mae will argue that it is limited by charter to investing in residential
mortgages only

They will point out that In the 1980’s, most S & Ls failed because, through de-
regulation, they were allowed to invest in endeavors far beyond home mortgages.

Most of the S & Ls that stayed with their traditional mortgage business recov-
ered, they say.

And, finally, Fannie Mae will argue that any increase in its debt does not in any
way increase the indebtedness of the U.S. government.
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Their obligations, they say, are not in any way backed by the full faith and credit
of the United States Government.

In fact, they argue, the law requires that the front page of all their debt and mort-
gage-backed securities state that they ‘‘are not guaranteed by the United States and
do not constitute a debt or obligation of the United States.

Indeed, I have heard nothing to this point to suggest that the GSEs are not doing
a good job.

Moreover, I have seen no evidence that they are not well managed.
Indeed, for example, the OFHEO 2000 Report concludes, ‘‘At year- end 1999,

Fannie Mae exceeded safety and soundness standards in all examination program
areas.

Mr. Chairman, I believe first and foremost, we must maintain our ability to en-
courage home ownership opportunities in America—for everyone.

I look forward to the testimony of our witnesses.
Mrs. CLAYTON. I guess I want to pick up on Mr. Hoekstra’s re-

marks. Let me just make a statement also.
I think we are indeed enjoying historical highs in terms of people

enjoying the American way of home ownership, and I think that is
a good thing. I think indeed people have calculated making debt no
one likes but taking a risk and having access in their homes, they
think that is a worthwhile activity. And so we are having historical
highs right now where people are making the calculation, buying
a home, and I certainly encourage that, but I think I would be re-
miss to suggest that the issue has been addressed sufficiently.

When you look at those historical highs, there is a dispropor-
tional benefit. Minorities are not increasing their homes at the
same rate. Working middle class are now having stress. There is
a recent article, I guess about 3 weeks ago, in the high tech areas
where working people who are making 60 and $75,000 a year are
finding it difficult to afford homes. So there is a constraint in the
market.

I think we acknowledge great things are happening for many
Americans, but to suggest that there is not a need for these entities
that provide for an easy way for most Americans to get housing I
think is inaccurate, so I want to challenge that.

And I do not know if you are saying that you feel that there is
no longer any problem in the marketplace, I want to suggest there
is a problem in the marketplace. Contrarily, I think because we are
indeed enjoying great prosperity in certain areas, you ask people in
Silicon Valley, you ask people in Oakland, you ask people in the
Washington area, you ask people where there is opportunity for
growth, they are not able to afford a home. So that prosperity has
almost driven the value of the land itself and house to move and
there is great genderfication going on right now, so I do not want
it to be missed in this hearing or any other hearing that we have
addressed all the housing areas.

Having said that, also, the testimony for all three of you seemed
to suggest that the risk of the debt is not—well, I take exception,
Mr. Ely, you do not suggest that because your very point is indeed
that debt is a risk—but it would seem to me that you are—both
of you have indicated, the GAO as well, tell us that the debt itself
is not as much of a risk.

Am I right in assuming that?
Mr. MCCOOL. Well, we have not actually made an explicit state-

ment about that, I do not think. I mean, I guess——
Mrs. CLAYTON. Well, let me ask you——
Mr. MCCOOL. The issue really comes down——
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Mrs. CLAYTON. Is the debt that Fannie Mae and Freddie Mac
hold implied to be risky and therefore we should indeed think
about restructuring, changing the structure drastically? Is that a
sufficient concern we ought to look at it? Is it fair to compare the
debt of those entities with the United States? The debts are quite
different, so is it really a serious problem?

Mr. MCCOOL. Well, again, the debt or the securities and mort-
gages that Fannie and Freddie hold are somewhat more risky than
issuing mortgage-backed securities, but the point is that OFHEO
is charged with overseeing their activities to make sure that the
risks are managed well, hedged well, and that they have a risk-
based capital standard in place that would protect the interests of
the government. So the risks are relative.

Mrs. CLAYTON. The risks are relative to the management and
having instruments——

Mr. MCCOOL. And being well regulated.
Mrs. CLAYTON. How different is that, Mr. Ely, since you think

that Fannie Mae and Freddie Mac debt is really troubling and how
different is the risk of the banks that have this same—they buy
back securities, they have whole loans. My understanding, you rep-
resent them. How are you advising them about their debt?

Mr. ELY. Well, I am not advising banks with regard to that. I
just——

Mrs. CLAYTON. No, you advise the banks.
Mr. ELY. I am a student of what their practices are. What con-

cerns me about the GSEs, particularly relative to the banks, is two-
fold. Number one, they are more thinly capitalized, particularly
with regard to credit risk. The second thing is that they are less
diversified. This is a point that the other witnesses made. Fannie
and Freddie are focused on just one sector of the economy.

Mrs. CLAYTON. Let me stop you there. They are less diversified.
I thought they were chartered for an explicit mission, to encourage
their instruments, and the advantage they had of being chartered
to direct most of their attention to the mortgage financing of
homes. So their less diversification is consistent with their mission.

Mr. ELY. Well, that is true, but we have to understand that there
is a down side to that and that is the lack of asset diversification,
the concentration in housing finance.

The fact that they are buying mortgages and guaranteeing mort-
gages from all over the country helps to diversify that risk, but we
cannot lose sight of the fact that they are focused strictly on hous-
ing finance whereas commercial banks generally have a broader
range of assets. That is why, when you combine the higher capital
levels of banks and thrifts with their greater asset diversification
and their balance sheets—and also the fact that Federal deposit in-
surance has been essentially set up as an industry self-insurance
mechanism, the banking and thrift industries do not pose the tax-
payer risk that Fannie and Freddie do.

Mrs. CLAYTON. Banks do have some subsidy. I do not want you
to suggest that they do not have some. I think it is a matter of
judgment as to which of the ones pose a risk, but banks do. That
is part of what we give the depositor, that the government does in-
deed back some of their deposits to a certain level. So to suggest
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that only the entities that are GSEs are posing a great risk, I think
that is inappropriate.

Mr. ELY. Well, if I could address that question, I would like to
file a paper with the committee which argues that actually the
banking industry, the nation’s banks and thrifts, do not receive any
Federal subsidy at all. If anything, the subsidy actually flows the
other way.

Chairman SUNUNU. Thank you, Mrs. Clayton.
Mr. Toomey.
Mr. TOOMEY. Thank you, Mr. Chairman.
I would like to follow up on a question that is tangentially relat-

ed to what we were just discussing. Certainly if you look at the cost
of funds relative to capitalization, there is a subsidy going on for
the GSEs. I think that is pretty clear.

I am interested in pursuing a point that Ms. Miles raises in her
testimony on page 4 in particular, where there seems to be a dy-
namic here that I was hoping you would comment and elaborate
on a little bit and that is as follows.

The magnitude and the value of the subsidy, the implied guaran-
tee, the various government benefits conferred upon the GSEs,
clearly grows with their size and that creates an added incentive
for these institutions to grow, arguably above and beyond the nor-
mal incentive that every corporation has to grow.

When any company grows, certainly a publicly traded company,
certainly a company that issues debt, there are a number of market
forces that put a check on that growth, that that growth be pru-
dent and that there be sufficient capital to sustain that growth.
And if a company does not have—if there are concerns, then the
market will impose costs on a company such as a higher cost of
funds, a lower price of its share, various mechanisms that the mar-
ket has to keep that growth in check in a sustainable level.

When we have an implied government guarantee and when the
market is convinced that the government is backing these institu-
tions and it would not be allowed to fail, you raise the point that
maybe that normal market discipline is weaker than it would be
with another company, a company without such an affiliation.

So my question is have we created an inherently unstable dy-
namic, where we have created extra incentives to grow and we
have reduced the market discipline that normally holds that
growth in check and requires that to be done in a prudent fashion?
Is that not an inherently long-term unstable situation?

Ms. MILES. It certainly can be. Bear one thing in mind. As long
as the GSEs do have positive shareholder value, they have plenty
of reason to exercise their own discipline and not go into an area
where they would jeopardize that. If, however, they lose that value,
they then have no reason not to gamble and go in for very big
risks, knowing that they have lost everything they can lose. A big
risk gives you the opportunity of getting back out of trouble and
restoring shareholder value, but if you lose everything, you basi-
cally put it back on somebody else.

That is where it becomes very unstable and that was essentially
what did happen with the savings and loan industry in the 1980’s.
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Mr. TOOMEY. So if I could sort of summarize what you are say-
ing, in good times and when things are going well, this dynamic
may not be very dangerous. The problem is sort of——

Ms. MILES. When things do not go well.
Mr. TOOMEY.—leveraging up and doubling up your bet when

things are looking rather grim.
Ms. MILES. That is correct. The less capital you are carrying the

more quickly that kind of situation can come upon you.
Mr. ELY. If I could add something to that, there is a second form

of discipline and that is credit market discipline. In other words,
the debt markets. One of my real concerns is that the credit mar-
kets are not providing the discipline over Fannie and Freddie that
they should, which is very important given how highly they are le-
veraged, because of their implicit Federal guarantee.

Mr. TOOMEY. Al right.
Mr. Ely, you mentioned, if I recall, during your testimony that

there are numerous reasons why Fannie Mae or Freddie Mac might
run into financial problems, including events outside the U.S. fi-
nancial system.

Did I understand you correctly? If so, could you elaborate on
what some of those exogenous events might be?

Mr. ELY. Well, you know, I could sit here all day long and come
up with examples and not hit the mark. One of the problems with
the world is that problems can come out of left field that no one
anticipated and yet they have a disruptive effect on the market.

The impact of the Russian debt crisis in the summer of 1998 is
a very good example. It caught a lot of people unawares. It did
have magnification effects in the U.S. financial markets.

Mr. TOOMEY. Specifically did it have any impact on interest rates
associated with mortgage-backed securities? Or the whole loan
market for that matter?

Mr. ELY. In that particular case, there was a flight to quality,
and Fannie and Freddie were beneficiaries——

Mr. TOOMEY. It was actually a good thing for the mortgage-
backed securities market.

Mr. ELY. At that time, but there were other credit markets that
suffered quite a bit, particularly the junk bond market. Next time,
it could play differently.

I will give you one example that I worry about a lot and have
written about and that is the Japanese financial situation. You
have a country that is increasingly indebted, and with very weak
financial institutions.

If there is some kind of accident in Japan, I could see global ef-
fects of that. And next time, it may not inure to the benefit of
Fannie and Freddie. So we just cannot expect the same kind of re-
actions to the next crisis that we have had in the past.

Mr. TOOMEY. Thank you.
Thank you, Mr. Chairman.
Chairman SUNUNU. Thank you, Mr. Toomey.
Mr. Minge.
Mr. MINGE. I would like to ask two questions. First, to what ex-

tent do you believe the interest rates on residential mortgages are
lower because of Fannie Mae and Freddie Mac and the Federal
Home Loan Bank institutions?
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And I would ask this of any of you.
Mr. Ely, I will start with you.
Mr. ELY. They may be lower, but that is only half the equation.

The other question is, and this is one again I have explored a little
bit, to what extent are the lower interest rates capitalized or pos-
sibly even overcapitalized in housing prices? In other words, you
can afford to pay more for a house because the interest rate is
lower?

Some work I have done with Fed Flow of Funds Data suggests
that at times we have possibly had an overcapitalization of the sub-
sidy in housing prices. Specifically, overcapitalization is reflected in
the residual value of land underlying owner-occupied housing.

So it is not enough to say that rates are lower. You also have
to look at what the effect of lower rates is on housing prices be-
cause if lower interest rates have been capitalized in housing
prices, then the beneficiaries of the subsidy, if you will, are the sell-
ers of homes, not the buyers.

Mr. MINGE. I assume that observation, then, would apply to the
availability of housing credit generally, that if we have housing
programs we might make it easier for people to finance housing
which in turn would drive up the price of housing because of great-
er demand.

I do not want to debate this, except to say that I think that you
can take that to its logical extreme.

Mr. ELY. Well, you have put your finger on a fundamental policy
issue. The broader a subsidy is the more likely it is to be capital-
ized in the price of assets. A targeted subsidy is less likely to have
that effect, which is why I believe that one of the issues that needs
to be addressed in the housing finance area is to what extent the
subsidy is misdirected and going to people who do not need it, ver-
sus those who are presumably at the cusp of home ownership and
therefore warrant a subsidy.

Mr. MINGE. So maybe we should have high interest loans so we
do not have a lot of competition for housing and we keep the price
of housing down.

Mr. ELY. No, I am not arguing for that at all.
Mr. MINGE. Mr. McCool, let me direct that same—not the little

exchange that we have just had, but the question of whether or
not——

Mr. MCCOOL. We estimated in our privatization report of 1996
that the housing enterprises probably reduced mortgage rates by
something in the range of a quarter—about 25 basis points, about
a quarter of a percent.

Mr. MINGE. Ms. Miles.
Ms. MILES. I pretty much agree with that. One of the ways to

measure that is to look at the difference between the jumbo market
where Fannie and Freddie cannot purchase mortgages and the con-
forming market, and it is generally 25 to 30 basis points. That
might not be the whole story.

In fact, I would argue that the great success story that is in-
volved here is that we have far better integration of housing fi-
nance markets and capital markets generally and that is some-
thing that has occurred for a variety of reasons. You no longer get
the great curtailments of mortgage financing whenever interest
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rates rise, but you will get some arguments as to whether that was
all Fannie and Freddie’s doing.

Mr. MINGE. Another question I would like to ask, if I can, and
this guy is sitting here with a clock, so I get just a little sliver of
this time——

Chairman SUNUNU. I will be as generous as possible.
Mr. MINGE. Well, thank you.
I am concerned with Fannie Mae and Freddie Mac and the oth-

ers, when they issue their securities and the collateral is series of
mortgages that they are holding on residential property, with a
right of prepayment under certain circumstances, there may be
generally, then the question is do they match that up with the
right to call those bonds without penalty?

What have you observed in that respect? And I guess the interest
rate risk that we are talking about to some extent is whether or
not there is a match between the prepayment risk that occurs and
the ability to call bonds so as to issue new bonds at a lower interest
rate or more competitive interest rate to keep these interest rates
in synch.

Mr. Ely.
Mr. ELY. Well, both agencies do issue callable debt which helps

to protect them if rates are going down. They also enter into inter-
est rate swaps to protect themselves if interest rates are going up.
If interest rates are going up, the prepayment rate drops off. But
what is important to realize here is that these mechanisms do not
work perfectly. While callable debt is a good way to handle the in-
creased prepayment rate due to a decline in rates, if rates are mov-
ing up, I have a greater concern because that introduces
counterparty risk into the equation.

Mr. MINGE. OK. But if the interest rates are moving up, then I
suppose that Fannie Mae or Freddie Mac would decide not to call
those bonds, leave those bonds out there and homeowners are not
going to go out and refinance under those circumstances, so you
would have a level of stability just based upon the nature of the
market in that setting.

Mr. ELY. That is correct.
Mr. MINGE. I am also quite intrigued with the advantage that

you have identified, sort of an arbitrage advantage to Fannie Mae
and Freddie Mac investing in their own securities for the purposes
of internalizing the interest rate risk is, I believe, how you de-
scribed it.

Now, maybe I have mis-identified this. To those of us that do not
come from such rarified financial backgrounds, it has a certain
mysterious side to it and I am wondering if you can offer any addi-
tional explanation that would help us better understand how this
creates profitability and, secondly, how it increases risk.

Mr. ELY. Well, if you take a look at the two basic risks, the credit
risk and the interest rate risk, when mortgages get securitized,
mortgage-backed securities are issued and the interest rate and
prepayment risks are shifted to whomever buys the mortgage-
backed securities.

When Fannie or Freddie buy back their own MBS, they take that
risk back in or to use Ms. Miles’ term, they repatriate the risk. So
they have brought the interest rate risk back on their balance
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sheet, but they are earning additional interest income spread to
compensate for that risk.

The great question is are they earning enough additional spread
to compensate for the interest rate risk that they have reassumed.

Chairman SUNUNU. Thank you, Mr. Minge.
Mr. Ryan.
Mr. RYAN. I think that this has been a very helpful hearing. I

am on the relevant banking subcommittee which goes over these
issues and I do not think I have heard a more in depth discussion
about GSE debt per se. So I am intrigued with the depth that we
have gone into in this.

Mr. Bentsen basically asked precisely the question that I was
going to ask, but I would like to go back to this issue of repurchas-
ing mortgage-backed securities and ask each of you a question.

Number one, I think when you look at GSE debt, and that is the
scope of this hearing, you can kind of divide it into two areas, mis-
sion critical debt which is used to securitize the secondary market,
which would obviously grow as the mortgage market grows, then
you have what some people call excessive debt, which is the debt
that is issued solely for the repurchasing of mortgage-backed secu-
rities or retaining mortgage-backed securities on the books. It in-
volves a new kind of risk, an interest rate risk or a prepayment
risk. There is an arbitrage activity that is occurring which clearly
is profit derived. I think we have established that here.

I would like to ask you does the repurchasing of mortgage-backed
securities, specifically the alarming pace of the repurchasing of
mortgage-backed securities, I think 4.6 percent in 1992 was re-
tained, now it is about 30 percent of mortgage-backed securities are
retained by both Freddie and Fannie, does that in any way notably
extend and advance home ownership?

Does it put a new person in a home? Is it mission critical? And
then I have a follow-up, but if you can answer that quickly I would
appreciate it.

Barbara, why don’t we start with you?
Ms. MILES. How brief can I be? I would say no, I do not think

so.
Mr. RYAN. That is great. Thanks.
Mr. MCCOOL. We would, I think, agree that there is no clear ad-

vancement of the mortgage market by repurchasing mortgage-
backed securities.

Mr. ELY. Mortgage repurchases are not mission critical.
Mr. RYAN. OK. So repurchasing the mortgage-backed securities

you would then say is clearly done for the ROE, for profit, for the
shareholder directive. Would you concur with that?

Barbara.
Ms. MILES. By and large.
Mr. MCCOOL. Again, we have not really studied that specifically,

but I would suspect that, again, it is a risk/return tradeoff that is
probably driving it.

Mr. ELY. Yes.
Mr. RYAN. OK. So if we are establishing that repurchasing mort-

gage-backed securities is done with an arbitrage activity for the
ROE, it kind of goes down to the issue that we have a contradictory
mandate, a structure that is inherently contradictory, Hobson’s
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choice, whatever you may say, mission critical housing mandate by
Congress overseen by OFHEO which is to securitize the secondary
market, but now you have the repurchasing of these mortgage-
backed securities which clearly adds to the ROE, something you
cannot really fault a company that has shareholders as well, but
something that raises very interesting questions because there is
an implied guarantee. Our job is to steward and watch over tax-
payer risk.

Do you believe that this prepayment risk is sufficient hedged
against? Do you believe that the mortgage-backed security risk, the
interest rate risk is sufficiently addressed or do we even know
whether it is sufficiently addressed and do you think OFHEO is ca-
pable of calculating whether or not that risk is sufficiently hedged
or offset?

We will start with you, Barbara.
Ms. MILES. That is really a question I hope you ask OFHEO.

They have what looks to me to be a very nice capital standard
model. It is not yet in effect, there are a lot of questions about it.
By and large, it appears to handle within certain bounds the kinds
of limits you would want it to handle.

The question I would have is will it give you a signal quickly
enough if things really go badly. And given that we are talking
about relatively low capital levels, I cannot give you a good answer
to that.

Mr. RYAN. Mr. McCool.
Mr. MCCOOL. Again, I think that that is a question for OFHEO,

as Barbara has suggested. And, in fact, I mean, again, this whole
idea of the GSEs buying back mortgage-backed securities and hav-
ing more risk on their portfolio should be certainly into account by
their risk-based capital standard. And it is. So a lot of that should
all be played out in their risk-based capital standard and in
OFHEO’s examination process. But that is a question, as I said, to
ask them.

Mr. ELY. In my opinion, outsiders cannot judge how well Fannie
and Freddie are managing that risk based on the information that
is publicly available. I find it troubling that there is not sufficient
information available to the public, specifically to the investment
community, to judge that risk and its management.

Mr. RYAN. Thank you. I think it is important, and I will briefly
summarize here.

Did you want to interject?
Chairman SUNUNU. No, I just wanted to ask specifically can you

give an example of what information is not available that would
enable that judgment to be made?

Mr. ELY. In my opinion, based on the footnote disclosures that
I read, that we get kind of bits and pieces of information. We are
not presented with a total picture in a comprehensive way, even
though it may be summarized, as to how they are managing the
risk and what the risk characteristics are particularly of their
counterparties.

Mr. RYAN. If I could interject, I think it also goes to the question
that we really do not know how reliable the hedging techniques
are. Hedges have obviously advanced since the early 1990’s, but no
one including OFHEO or any of us know if this is properly hedged,

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00213 Fmt 6601 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



210

how well the hedges would work and, you know, we had a similar
problem where we had paper insolvency of Fannie Mae in the
1980’s where you had an interest rate problem, you had an interest
rate risk, Freddie did not engage in the same kind of activity and
also missed out on having the paper insolvency. So I think it is an
interesting issue.

What is interesting that I think we have established here in this
hearing is that the debt which is relative to mortgage-backed secu-
rities in retaining or repurchasing the mortgage-backed securities,
repurchasing is a term that has been in question, but it is a term
that is used in Freddie Mac’s annual report, so I will use the re-
purchasing of mortgage-backed securities, the debt associated with
that is by and large it seems like our panel has agreed to is exces-
sive debt, non-mission-related debt and debt that is more or less
used for profit.

Thank you. I yield back my time.
Chairman SUNUNU. Thank you, Mr. Ryan.
Mr. Ely, for clarification, the example you gave of information

that is not disclosed to the extent that you would like it to be to
render judgment about risks is counterparty risk. I assume you are
talking about the counterparty risk involved in primarily the inter-
est rate swaps that the GSEs use to hedge their debt.

Can you give an example or are there examples of other publicly
traded companies that disclose counterparty exposure in their
hedging strategies?

Mr. ELY. One could argue that there is no such thing as enough
disclosure. It has been my experience, as I read their footnote dis-
closures, that I do not get as much and I do not get as complete
a picture as I would like to see.

Chairman SUNUNU. Is there a difference between getting as
much information as you would like and getting as much informa-
tion as you would get from a comparable firm or from a firm that
is not regulated or sponsored in any way by the mortgage-backed
securities?

Mr. ELY. In my opinion, bank holding companies basically pro-
vide a more complete disclosure than Fannie and Freddie do.

Chairman SUNUNU. Bank holding companies disclose
counterparty exposure in interest rate swaps?

Mr. ELY. They provide more insight into the nature of the risks,
into the nature of their counterparties, and in other regards to the
swaps. You basically get more numbers, you get more detail. Al-
though I will say this, it is not comparable across the different
companies. You can find fault with any one company’s disclosure.

One difference is that the bank holding companies and other fi-
nancial firms issue financial statements that are subject to SEC
oversight, which is lacking in the case of Fannie and Freddie.

Chairman SUNUNU. Fair point. Thank you.
Mr. Smith.
Mr. SMITH. Mr. Chairman, just briefly.
Again, would you give me your impression of the assumed liabil-

ity of the Federal Government in terms of what is anticipated from
those buying these bundles from Fannie Mae or Freddie Mac? Is
there implied liability of the Federal Government in terms of ex-

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00214 Fmt 6601 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



211

pectations of the government somehow bailing out Freddie Mac or
Fannie Mae if they were to go into trouble?

Ms. MILES. I always try to be really careful how I answer that
because we officially deny that there is any responsibility at all.
But if you take a look at the list of ties, links to the Federal Gov-
ernment, they clearly imply something and the market infers some-
thing. The market believes, obviously, in the way they price Fannie
Mae and Freddie Mac paper, and for that matter the Federal Home
Loan Banks as well, that there is a sufficient nexus that the gov-
ernment would do something. And any time the market believes
that relationship is being challenged, things change. We had an ex-
ample of that in March.

We had a little bit of a decrease in spreads between GSE paper
and triple-A paper. Not a big one, but it is still there.

So there is something that is being inferred. I do not want to be
in a position of measuring it, but something is there. Beyond some
point, presumably, the market perception may also break. At that
point, the government might decide to step in. Again, Bert’s exam-
ple of the Farm Credit System.

Mr. SMITH. And Tom and Bert?
Mr. MCCOOL. Well, again, I would echo Barbara’s idea that clear-

ly the market perceives there is some connection. But, I mean, the
extent to which there is or is not a government bailout should that
ever arise is up to the administration and Congress to decide. I
mean, that would be a decision for you folks.

Mr. ELY. As I said in my testimony, we have two clear cut exam-
ples of a GSE rescue: the Farm Credit System back in 1988 and
then the FICO bonds in 1996. When I talk to people in the Wall
Street community and ask them this question, they have no doubt
in their minds whatsoever that if there was a problem with any of
the GSEs, the Federal Government, in one way or another, would
ride to the rescue to protect creditors, that is holders of debt and
MBS, against any kind of loss.

There is a totally different story for stockholders. Stockholders
might get wiped out, but the belief in the credit markets is the
Federal Government would ride to their rescue. Given their size
today, the government would ride to the rescue sooner rather than
later.

Mr. SMITH. It just seems based on your answers, Mr. Chairman,
maybe there are two alternative actions of the Federal Govern-
ment, either to charge Freddie Mac and Fannie Mae a fee for this
underwriting, if you will, or to somehow take action to make it
clear that they are independent organizations and even though
they are a government-sponsored enterprise, the Federal Govern-
ment is not underwriting any liability that might develop.

If we were to do the latter, what kind of action might the Federal
Government take to send out a signal to the marketplace that we
are not going to underwrite them if they have problems?

Mr. ELY. I will jump into that. I do not think there is any credi-
ble action the Federal Government could take. Fannie and Freddie
are government-sponsored enterprises. As long as they are crea-
tures of Congress, they are subject to special Federal oversight. In
my opinion, you cannot credibly say that they are not backed by
the U.S. Treasury and the U.S. taxpayer.
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Mr. SMITH. Then, Mr. Chairman, I would come down on the side
of starting to charge them a 1 percent fee for that insurance that
probably is more real than implied and, again thank the witnesses
and yield back.

Chairman SUNUNU. Thank you, Mr. Smith.
Mr. Bentsen had some follow-up questions.
Mr. BENTSEN. Thank you, Mr. Chairman.
My colleague will probably be getting some mail as a result of

this.
Mr. Ely made a good point, we need to remember this, that the

fact that the GSEs are in this position today did not just happen
out of the blue. It happened because Congress established this with
a purpose in mind in the 1930’s and with a purpose in mind in the
1960’s.

And I know there has been discussion about the fact that banks
and thrifts hold a GSE debt in a greater proportion than they
would be allowed to hold the debt of a single corporate interest or
if it were a loan to an individual. But that is also because Congress
in the Bank Holding Company Act and other subsequent acts in-
cluded GSE debt as a qualified investment, I believe, if I am cor-
rect about that.

There are reasons why we did that. We, being the royal we, did
that because we believed that through the GSE structure we were
in effect establishing a subsidy for the benefit of the American peo-
ple to get into home ownership.

Has that worked, is the first question.
Second of all, if it could have been done without, which I am not

sure that it could have, that you could have had the same stable
mortgage market at least up until the 1980’s when the mortgage-
backed securities market came about in the extent that we see it
today, would you have had the same stable interest rate environ-
ment for mortgage finance and the ability of Americans to get into
homes?

And if that were the case, if in fact we did not need to do this
at all, if you can make that argument, would the risk still exist be-
cause the ultimate risk we are talking about here is the risk to the
American mortgage market.

The systemic risk that might—and I say might—come from
Freddie and Fannie has to come from the standpoint that—in two
instances, it seems to be, one would be bad management practice
on the part of the GSEs themselves, and we assume through share-
holder vigilance and OFHEO’s job and HUD’s job and Congress ul-
timately that that is watched.

The other is the credit risk associated and interest rate risk asso-
ciated with the general economy. If we were to eliminate the GSEs
tomorrow and assume that there were still 67 percent home owner-
ship rate in the United States, somebody would have to hold that
paper, including the banks and thrifts who might not be holding
as permitted or qualified investments GSE debt or MBS, but would
be holding a very high level of whole loans and portfolios or pri-
vately issued MBSs. So the risk would still exist.

Would the systemic risk still exist as well as a result of that,
that U.S. banks and thrifts might be more susceptible to a melt-
down in the mortgage market?
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Mr. ELY. Well, I will stick my neck out on that one.
Obviously, the market would be different. We would see, first of

all, a lot of privately issued MBS, just like we do in the jumbo
mortgage market now, so there would be at least a geographical
spreading of the credit risk.

What we might see is possibly a somewhat less leveraged invest-
ment in housing and finance. I, for one, am troubled by the fact
that as part of the overall debt build-up in the economy, we are
seeing steadily increasing leverage in housing finance. That in
itself is potentially destabilizing. So I think we might see greater
equity in homes.

But I would like to come back to your point about the subsidy.
The question is: should there be a subsidy and, if so, what is the
best way to deliver it? This question should be addressed in the
coming years in Congress. Do the GSEs represent the best way to
deliver the subsidy or are there alternative mechanisms for deliver-
ing the subsidy that focus it on those who, for whatever reason, are
most deserving of the subsidy?

The CBO study in 1966 suggested that in effect Fannie and
Freddie were not very efficient in delivering the subsidy. What they
did not say, and I am sorry they did not——

Mr. BENTSEN. Excuse me, in 1996 or 1966?
Mr. ELY. I am sorry, 1996. I misspoke. The study from 4 years

ago. What CBO did not get into is the extent to which the subsidy
that Fannie and Freddie deliver is going to people that do not need
a subsidy. They are middle income and above.

So there really are two policy issues that have to be dealt with
here, one of which you touched on and that is the whole issue of
financial stability generally, no matter how the financial markets
are structured. The other is the issue of what is the best, most effi-
cient, fairest way to deliver whatever housing finance subsidy is
needed in this country in order to promote home ownership.

Mr. BENTSEN. Bert, can I just ask you to follow up on that?
Would we have achieved the same home ownership rate, say, by
1980 without the GSEs compared to what we did achieve, in your
opinion?

Mr. ELY. Sheer speculation, I could not have an answer on that,
but I do not believe we had to have the GSEs in order to get home
ownership to where it is today. For instance, if we had a subsidy
targeted to just those people who are on the cusp of home owner-
ship, where they need a subsidy in order to move from being a
renter to a buyer or homeowner, then you would get that increase.

The problem with much of the subsidy today is it is going to peo-
ple who are going to be homeowners anyway. They may end up
being able to afford a somewhat more expensive, larger home, but
they still would be homeowners.

So, again, the question is: are there alternatives for delivering
the subsidy other than through the GSEs?

Mr. BENTSEN. Thank you.
Thank you, Mr. Chairman.
Chairman SUNUNU. Thank you, Mr. Bentsen.
I am sure we could question or badger, depending on your termi-

nology, this panel all day, but that would not be fair to our remain-
ing witnesses.
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I want to thank our witnesses on this panel for their testimony
and remind members that they have 5 days to submit written testi-
mony for the record and call forward our second panel: Armando
Falcon, the director of OFHEO, and William Apgar, the HUD des-
ignee to the Federal Housing Finance Board.

Thank you for being here, gentlemen.
Mr. Falcon, since the phrase ‘‘That would be a good question for

OFHEO’’ was uttered more than ‘‘That would be a good question
for the Finance Board,’’ we will be pleased to begin with your testi-
mony whenever you are prepared.

Again, welcome.

STATEMENTS OF ARMANDO FALCON, JR., DIRECTOR, OFFICE
OF FEDERAL HOUSING ENTERPRISE OVERSIGHT; AND WIL-
LIAM C. APGAR, HOUSING AND URBAN DEVELOPMENT DES-
IGNEE TO THE FEDERAL HOUSING FINANCE BOARD

STATEMENT OF ARMANDO FALCON, JR.

Mr. FALCON. Thank you, Mr. Chairman. I did catch most of those
references to OFHEO. I am pleased to begin.

Thank you, members of the Task Force. As you are aware, the
Office of Federal Housing Enterprise Oversight, or OFHEO, was
established in 1992 as an independent entity within the Depart-
ment of Housing and Urban Development. OFHEO’s primary mis-
sion is to ensure the capital adequacy and safety and soundness of
the two government-sponsored enterprises, Fannie Mae and
Freddie Mac.

To fulfill this mission, OFHEO has regulatory authority similar
to those of other Federal financial regulators, such as the FDIC
and the Federal Reserve. Those authorities include annual exami-
nations, broad rulemaking authority, setting capital standards, en-
forcement actions and research.

Fannie Mae and Freddie Mac were established to create a sec-
ondary mortgage market to ensure a ready supply of mortgage
funds for affordable housing for American home buyers.

To assist Fannie Mae and Freddie Mac in achieving their public
mission, they receive numerous explicit benefits from the Federal
Government. The most important benefit the enterprises receive is
the special treatment the market bestows on their securities. Be-
cause of investors’ belief in an implied U.S. Government guarantee
on their securities, the enterprises have been able to borrow money
more cheaply and without the practical volume restrictions faced
by any fully private triple-A rated company.

This market perception allows the enterprises to safely operate
with a higher degree of leverage than fully private firms are able
to do. There is no doubt that the GSEs are large and rapidly grow-
ing. As they grow, the implications to the economy, if they were to
fail, also increases. However, the actual likelihood of any failure de-
pends critically on how they are managed and supervised.

I want to assure you, Mr. Chairman, and members of the Task
Force, that Fannie Mae and Freddie Mac are currently in excellent
financial condition and OFHEO has a strong regulatory program in
place to ensure their continued safe and sound operation. If the
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need ever arose, OFHEO would move quickly and forcefully to cor-
rect any financial problems at the enterprises.

OFHEO supervises the enterprises primarily through its exten-
sive and continuous examination work. Our experts maintain a
physical presence at the enterprises at all times and have unlim-
ited access to all levels of management and highly sensitive cor-
porate records. By staying apprised of the enterprises’ risk and
business activities on an almost real time basis, the examiners are
able to evaluate an extensive array of risk related factors and as-
sess the enterprises’ financial safety and soundness.

Each quarter, OFHEO examinations staff issue conclusions relat-
ed to more than 150 separate components of financial safety and
soundness and thereby provide me with a comprehensive picture of
the enterprises’ financial condition.

Examiners meet frequently with management to discuss and as-
sess business strategies and plans, financial performance results,
risk management structure and practices, and each enterprises’
overall risk profile.

Through our risk focused examination work, OFHEO constantly
evaluates such critical areas as the enterprises’ overall risk man-
agement practices, the composition of the risk profile and signifi-
cant trends in the enterprises’ retained and guaranteed mortgage
portfolios, the enterprises’ ability to effectively manage interest
rate risk and other key financial exposures, the enterprises’ ability
to efficiently issue debt and hedge financial exposures and the
quality of financial performance-related information and market-re-
lated information on which the enterprises’ board and management
rely in reaching key decisions.

In summary, the examination group provides us with an accurate
and timely understanding of the enterprises’ financial condition.

Fannie Mae and Freddie Mac have two major lines of business.
First, they guarantee mortgage-backed securities, which are, of
course, securities backed by pools of residential mortgages. Enter-
prise mortgage-backed securities are highly regarded by investors
and can be issued at interest rates very close to those of mortgage-
backed securities with an explicit government guarantee.

This guarantee business has been quite profitable for the enter-
prises, but mortgage borrowers receive most of the benefit from
these lower borrowing costs. While there is no precise way to meas-
ure these savings, recent estimates have generally centered around
25 to 30 basis points, I think as was mentioned by the previous
panel as well.

The enterprises’ second major line of business is portfolio invest-
ment in mortgage-backed securities and, to a lesser extent, in
whole mortgages. The enterprises fund these investments primarily
by issuing debt.

Both of these business lines have been growing at the enter-
prises, particularly their portfolio investment business. Since the
end of 1991, the enterprises’ mortgage assets have swelled from
$155 billion to $900 billion, an increase of approximately 475 per-
cent. A majority of the increase reflects purchases of mortgage se-
curities they had previously guaranteed.
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Now, to fund the growth of these assets, the enterprises have in-
creased their debt outstanding at a comparable rate from $164 bil-
lion to $963 billion over the same time period.

The guarantee business has also increased significantly. Total
mortgage-backed securities guaranteed, both those held privately
as well as those held in portfolio, has more than doubled from $731
billion 1991 to over $1.76 trillion today.

Enterprise debt and mortgage-backed securities outstanding now
amounts to $2.2 trillion. Adding in the debt of the other GSEs, the
total debt of all GSEs rises to $3 trillion.

Federal reserve estimates for holdings of what is known as agen-
cy debt, about 85 percent of which is issued or guaranteed by
GSEs, shows the following breakdown:

Depository institutions hold 27 percent.
Households, mutual funds, trusts and estates hold 21 percent.
Public and private retirement funds hold 16 percent.
Foreign investors, which includes over 60 central banks, holds 12

percent.
Insurance firms hold 9.
State and local governments hold 5.
The balance remaining is 10 percent.
As should be apparent from this data, a financial crisis at the en-

terprises could have a disruptive impact on investors and the econ-
omy. Accordingly, OFHEO has developed and continues to improve
upon a strong supervisory program.

OFHEO is aggressively fulfilling its obligation as a strong and ef-
fective regulator. By fulfilling our core mission well, OFHEO pro-
tects against systemic risk posed by Fannie Mae and Freddie Mac.

As I have stated before, OFHEO takes a three-pronged approach
to accomplish this goal: examinations, capital regulation and re-
search. I have already spoken about our strong examination pro-
gram, so I will address our capital standards.

OFHEO’s minimum capital standard, one that is built on tradi-
tional ratio based approaches, ensures a base level of enterprise
capital to protect against risk.

Also, we are on track to complete our risk-based capital standard
by the end of the year. This standard will be the first to explicitly
link capital and risk through the use of a model that simulates fi-
nancial performance of the enterprises under stress. Let me say
here we will complete this rule by the end of the year, Mr. Chair-
man. While we will have a final capital rule, let me differentiate
here between a final capital and a final stress test.

The stress test will be by its nature evolving and constantly
changing to take into account the different risk profile of the enter-
prises at any point in time. The risk-based capital standard has to
adjust itself to reflect different activities, different programs of the
enterprises, to make sure it always accurately ties capital to risk,
given what the risk profile of an enterprise is at any particular
point in time.

Any risk-based capital standard like this would be obsolete if it
was not constantly evolving, so part of OFHEO’s job is to ensure
that we consistently and constantly update the risk-based capital
requirement, although at the same time accommodating the enter-
prises’ uncertainty as to what their capital requirement will be and

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00220 Fmt 6601 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



217

*This testimony represents the view of the OFHEO Director, which are not necessarily those
of the President or Secretary of Housing and Urban Development.

how it is calculated. It will be a state of the art capital regulation
and I look forward to having it in place, as I am sure the commit-
tee does.

Finally, OFHEO is continuing to strengthen its research and an-
alytical capability. We must stay on top of the changes taking place
in the quickly evolving secondary and primary mortgage markets.
This important research and analysis serves to better inform our
examination and capital regulation efforts.

In summary, the enterprises’ rapid growth raises important pol-
icy issues regarding their mission and the risk they pose to the fi-
nancial system. However, because OFHEO is fulfilling its respon-
sibilities, this discussion takes place not in a climate of urgency,
but at a time when the enterprises are financially sound and well
regulated.

Thank you, Mr. Chairman.
[The prepared statement of Armando Falcon, Jr. follows:]

PREPARED STATEMENT OF HON. ARMANDO FALCON, JR., DIRECTOR, OFFICE OF
FEDERAL HOUSING ENTERPRISE OVERSIGHT*

Thank you Chairman Sununu, Ranking Member Bentsen, and members of the
Task Force. As you are aware, the Office of Federal Housing Enterprise Oversight
(OFHEO) was established in 1992 as an independent entity within the Department
of Housing and Urban Development. OFHEO’s primary mission is to ensure the cap-
ital adequacy and safety and soundness of two government-sponsored enterprises
(GSEs)—Fannie Mae and Freddie Mac. To fulfill this mission, OFHEO has regu-
latory authority similar to other Federal financial regulators such as the Federal
Deposit Insurance Corporation (FDIC) and the Federal Reserve Board. Those au-
thorities include annual examinations, broad rulemaking authority, setting capital
standards, enforcement actions, and research.

The Task Force has taken an important step in convening this hearing to consider
the economic implications of the size and scope of the housing GSEs activities. Be-
cause Assistant Secretary Apgar is here today representing the Federal Housing Fi-
nance Board, I will focus my discussion on the two entities within my jurisdiction.

In considering these issues, it is important to understand what the GSEs do and
how they operate.

WHO ARE FANNIE MAE AND FREDDIE MAC?

Fannie Mae and Freddie Mac are publicly-held companies chartered by Congress.
They were established to create a secondary mortgage market to ensure a ready
supply of mortgage funds for affordable housing for American homebuyers. They ful-
fill this very important public mission by buying mortgages from commercial banks,
thrift institutions, mortgage banks, and other primary lenders, and either hold these
mortgages in their own portfolios or package them into mortgage-backed securities
(MBS) for resale to investors. They have become two of the world’s largest financial
institutions.

To assist Fannie Mae and Freddie Mac in achieving their public mission, they re-
ceive numerous explicit benefits from the Federal Government, including an exemp-
tion from state and local taxation, an exemption from the registration requirements
of the Securities and Exchange Commission, and each firm has a potential credit
line with the U.S. Treasury.

However, the most important benefit the Enterprises receive as a result of their
GSE status is the special treatment the market bestows on their securities. Because
of investors’ belief in an implied U.S. government guarantee on their securities, the
Enterprises have been able to borrow money more cheaply and without the practical
volume restrictions faced by any fully-private triple-A rated company. This market
perception allows the Enterprises to safely operate with a higher degree of leverage
than fully private firms are able to do.

There is no doubt that the GSEs are large and rapidly growing. As they grow,
the implications to the economy if they were to fail also increases. However, the ac-
tual likelihood of any failure depends critically on how they are managed and super-
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vised. I want to assure you that both Fannie Mae and Freddie Mac are currently
in excellent financial condition, are well-managed, and have exceeded minimum cap-
ital requirements every quarter that the requirement has been in place. And
OFHEO has a strong regulatory program in place to ensure their continued safe and
sound operation. If the need ever arose, OFHEO would move quickly and forcefully
to correct any financial problems at the Enterprises.

OFHEO supervises the Enterprises primarily through its extensive, and continu-
ous, examination work. Our examiners possess impressive skills and backgrounds,
and came to OFHEO from banking and thrift regulatory bodies and from the mort-
gage industry itself. Our experts maintain a physical presence at the Enterprises
at all times, and have unlimited access to all levels of management and to highly-
sensitive corporate records. By staying apprised of the Enterprises’ risks and busi-
ness activities on an almost real-time basis, the examiners are able to evaluate an
extensive array of risk-related factors and to assess the Enterprises’ financial safety
and soundness.

Each quarter, the OFHEO examination staff issue conclusions relating to more
than 150 separate components of financial safety and soundness, and thereby pro-
vide me with a comprehensive picture of the Enterprises’ financial condition. These
conclusions pertain to such key risk management areas as credit risk, interest rate
risk, liquidity risk, information technology, internal controls, business process con-
trols, internal and external audit, management information and process, and board
of director governance and activities.

Examiners meet frequently with management to discuss and assess business
strategies and plans, financial performance results, risk management structure and
practices, and each Enterprise’s overall risk profile. These discussions include future
trends and management’s controls and practices to anticipate and prepare for poten-
tially adverse trends in any risk areas, or combination of risk areas.

Examination teams identify opportunities for improvements in existing Enterprise
risk management practices and work directly with management to address identi-
fied opportunities to enhance financial safety and soundness. Through our risk-fo-
cused examination framework, OFHEO constantly evaluates such critical areas as:

• The Enterprises’ overall risk management practices
• The composition, risk profile, and significant trends in the Enterprises’ re-

tained, and guaranteed, mortgage portfolios
• The Enterprises’ ability to effectively manage interest rate risk and other key

financial exposures
• The Enterprises’ ability to efficiently issue debt and hedge financial exposures
• The quality of financial performance-related information and market-related in-

formation on which the Enterprises’ boards and management rely in reaching key
decisions

In summary, the examination group provides us with an accurate and timely un-
derstanding of the Enterprises’ financial condition.

WHAT DO THE ENTERPRISES DO?

Fannie Mae and Freddie Mac have two major lines of business. First, they guar-
antee mortgage-backed securities: securities backed by pools of residential mort-
gages. When investors purchase a mortgage-backed security they are entitled to the
principal and interest payments made by the mortgage borrower, except for portions
earned by mortgage servicers and by the Enterprise which guarantee the payment
of principal and interest. In return for the portion the Enterprise earns, they agree
to protect investors against losses caused by borrower defaults. Enterprise mort-
gage-backed securities are highly regarded by investors and can be issued at inter-
est rates very close to a mortgage-backed securities with explicit government guar-
antees. This guarantee business has been quite profitable for the Enterprises, but
mortgage borrowers receive most of the benefit from these lower borrowing costs.
While there is no precise way to measure these savings, recent estimates are gen-
erally centered around 25 to 30 basis points.

The Enterprises’ second major line of business is portfolio investment in mort-
gage-backed securities and, to a lesser extent, whole mortgages that are purchased
directly from lenders and are not parts of pools backing mortgage securities. The
Enterprises fund these investments primarily by issuing debt. The characteristics
of the debt issues are designed so that, in combination with a variety of derivatives
contracts and other hedges entered into by the Enterprises, the values of the debt
and the mortgage securities will be similarly affected by interest rate changes. This
help protect the Enterprises from a mismatch between the cost of funding its oper-
ations and the income derived from those operations.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00222 Fmt 6601 Sfmt 6621 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



219

Another risk in the portfolio business is that changes in borrowers’ prepayment
behavior, often in response to interest rate changes, are not fully predictable and
may affect mortgage security values differently than expected.

Portfolio investment has been more profitable than the guarantee business. This
activity may create additional interest savings for mortgage borrowers, though such
savings would be much smaller than those created by the guarantee business. Be-
cause empirical data on this issue is scarce, OFHEO intends further study of this
topic.

Both of these business lines have been growing at the Enterprises, particularly
their portfolio investment business. Since the end of 1991, the Enterprises’ mortgage
assets have swelled from $155 billion to $900 billion, an increase of approximately
475 percent. The majority of the increase reflects purchases of mortgage securities
they had previously guaranteed. To fund the growth in these assets, the Enterprises
have increased their debt outstanding at a comparable rate from $164 billion to
$963 billion over the same period.

Their guarantee business has also increased significantly. Total mortgage-backed
securities guaranteed—both those held privately as well as those held in portfolio—
has more than doubled from $731 billion in 1991 to over $1.76 trillion today. Al-
though the Enterprises purchased roughly half of the increase in their guaranteed
mortgage securities in recent years, the amounts held by other investors has still
grown 73 percent to $1.2 trillion over that period.

The Enterprises debt and mortgage-backed securities outstanding now amounts to
$2.2 trillion. Adding in the debt of the other GSEs, the total debt of all GSEs rises
to $3 trillion, substantially above the total privately held, marketable debt of the
U.S. Treasury. (Further detail about Enterprise mortgage portfolios, debt, and mort-
gage-backed securities outstanding can be found in the attached tables.)

WHO HOLDS THE DEBT?

Federal Reserve estimates for holdings of what is known as agency debt, about
85 percent of which is issued or guaranteed by GSEs, shows the following break-
down:
Depository Institutions .......................................................................................... 27%
Households, Mutual Fund, Trusts & Estates ...................................................... 21%
Public & Private Retirement Funds ..................................................................... 16%
Foreign Investors (including 60+ central banks) ................................................ 12%
Insurance Firms ..................................................................................................... 9%
State & Local Governments .................................................................................. 5%
Others ..................................................................................................................... 10%

As should be apparent from these data, a financial crisis at the Enterprises could
have a disruptive impact on investors and the economy. OFHEO has developed and
continues to improve upon a strong supervisory program.

The Enterprises’ business lines will likely continue to grow. Recently Fannie Mae
announced its continued desire to double earnings per share over the next 5 years.
Freddie Mac has predicted double digit earnings growth over a similar period. These
earnings targets will only lead to increased pressure to generate new revenues. The
prudence and competence with which the Enterprises manage and balance their as-
sets and liabilities becomes that much more important, the larger they grow.

In order for the Enterprises to continue to grow their asset portfolios, they have
expanded the markets for their debt securities, and built demand for debt instru-
ments, such as callable debt, that help them manage interest rate risk. They have
expanded their domestic and international investor base, developing new products
to appeal to different investor profiles. The introduction of debt issuance programs
modeled after those of the U.S. Treasury is the most recent development in these
efforts.

WHAT IS OFHEO’S ROLE?

OFHEO is aggressively fulfilling its obligation as a strong and effective regulator.
By fulfilling our core mission well, OFHEO protects against systemic risks posed by
Fannie Mae and Freddie Mac. As I have stated before, OFHEO takes a three-
pronged approach to accomplish this goal-examinations, capital regulation, and re-
search.

I have already spoken about our strong examination program, so I will next ad-
dress our capital standards. OFHEO’s minimum capital standard, one that is built
on traditional, ratio-based approaches to regulation of insured depository institu-
tions, ensures a base level of Enterprise capital to protect against risk.
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Since our inception, we have imposed and enforced a minimum capital standard
on the Enterprises. The Enterprises have met that standard every quarter and we
are reviewing the necessity of updating the standard.

We are on track to complete our long-awaited Risk-Based Capital Standard by the
end of the year. This standard will be the first to explicitly link capital and risk
through use of a model that simulates the financial performance of the Enterprises
under stress. This is my top priority and we will meet my deadline.

Finally, OFHEO is continuing to strengthen its research and analytical capability.
We must stay on top of the changes taking place in the quickly evolving secondary
and primary mortgage markets. This important research and analysis serves to bet-
ter inform our examination and capital regulation efforts. In summary, the Enter-
prises’ rapid growth raises important policy issues regarding their mission and the
systemic risks they pose. However, because OFHEO is aggressively fulfilling its re-
sponsibilities, this discussion takes place not in a climate of urgency, but at a time
when the Enterprises are financially sound and well regulated.
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Chairman SUNUNU. Thank you, Mr. Falcon.
Mr. Apgar.

STATEMENT OF WILLIAM C. APGAR

Mr. APGAR. Thank you. Since the resignation of Chairman Bruce
Morrison on the 4th of July, I hold the delegated authority of
Chairman of the Finance Board, and I testify today in that role. I
would like to emphasize my intention to maintain the continuity of
the Finance Board’s recent actions with respect to safety and
soundness oversight, as well as actions to foster innovation in the
Home Loan Banks and competition among the various GSEs.

I should point out, however, that the board of directors of the
Federal Housing Finance Board has not reviewed my testimony,
nor does it represent the administration’s position.

As you know, Congress created the Federal Home Loan Bank
System in 1932 to improve on the availability of funds to support
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home ownership. The Federal Home Loan Banks are cooperatively
owned by their member bank stockholders and they operate by en-
hancing member lending at the local level.

The Home Loan Banks offer as their primary product a readily
available, low cost source of funds, called an advance, to member
institutions and housing associates. Advances enhance the lending
of members both by passing through the Home Loan Banks’ cost-
of-funds advantage in the debt markets and by having the Home
Loan Banks manage interest rate risk. To the Finance Board, ac-
tivities that assist and enhance lending by members are consistent
with the Home Loan Bank mission.

Congress originally granted access to the Home Loan Bank ad-
vances primarily to thrift institutions. In response to the thrift cri-
sis of the 1980’s, Congress enacted FIRREA in 1989 to change the
Federal Home Loan Bank System, most significantly by expanding
membership eligibility to include commercial banks and credit
unions.

In 1989, Congress also imposed a $300 million per year assess-
ment on the Home Loan Banks to help pay for the cost of the thrift
bailout. In addition, Congress imposed a requirement that 10 per-
cent of Home Loan Bank net earnings go to support the Affordable
Housing Program each year. Last year, the system made $199 mil-
lion in AHP contributions and grants nationwide.

In November 1999, with the enactment of the Gramm-Leach-Bli-
ley legislation, Congress in a singular vote of confidence, made
many changes to enhance the capacity of the Home Loan Banks to
carry out their housing finance and community and economic devel-
opment mission.

Gramm-Leach-Bliley charged the system with supporting access
to low cost funds for community financial institutions to support
small businesses, small farm and small agri-business lending.

Moreover, by changing the fixed $300 million REFCORP assess-
ment to one based on a percentage of Home Loan Bank income by
reforming the Home Loan Banks’ capital structure, this legislation
has truly positioned the Home Loan Bank System to promote com-
petition in housing finance, serve as a central bank for community
institutions, and serve under served populations.

I would also stress that through both proposed and final regula-
tion including the recently proposed regulation on a new risk-based
capital structure, the Finance Board has implemented all the stat-
utory requirements of Gramm-Leach-Bliley.

As of June 30, 2000, the assets of the Home Loan Bank System
totaled $621 billion. There were more than 7500 members on that
date.

The bonds issued to support the assets of the bank system are
expressly not obligations of the United States, but they do benefit
from the favorable investor perception associated with the Home
Loan Banks’ status as a government-sponsored enterprise.

The Home Loan Bank Act makes it clear that it is the Finance
Board’s primary duty to ensure the safety and soundness of the
bank system and, consistent with that primary duty, to ensure that
the Home Loan Banks carry out their housing finance mission.

To control the Home Loan Bank System’s risk exposure, the Fi-
nance Board has established regulations and policies that Home
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Loan Banks must follow to evaluate and manage their credit and
interest rate risk. The principal defenses against credit interest
rate risk are sound risk-based management policies and practices,
vigilant supervision, and over $30 billion in Home Loan Bank Sys-
tem capital.

Among the most notable regulatory requirements are:
Collectively the Home Loan Bank must maintain a triple-A cred-

it rating on their consolidated debt.
Each individual Home Loan Bank must maintain a double-A

credit rating.
Each Home Loan Bank must establish and implement risk man-

agement policies and controls consistent with Finance Board re-
quirements, file compliance reports and have external and internal
auditors.

Each Home Loan Bank and the office of finance must be subject
to an annual on-site examination by the Finance Board.

And, finally, the Finance Board has recently articulated a new
set of state-of-the-art duties and responsibilities of the audit com-
mittee of each of the Home Loan Bank boards of directors along
with standards for corporate governance and internal controls that
the boards must comply with.

Risk management is central to this oversight. For example, the
Finance Board limits the interest rate risk of mortgage-backed se-
curities owned by the Home Loan Banks. Moreover, the size the
Home Loan Banks’ mortgage-backed securities holdings is limited
to no more than three times Home Loan Bank capital or less than
$90 billion today.

The general approach of the Home Loan Banks toward managing
interest rate risk is to acquire and maintain a portfolio of assets
and liabilities, which, together with their associated interest rate
exchange agreements, limit the exposure to future interest rate
changes.

With respect to credit risk, it is important to note that in the 68-
year history of the Home Loan Bank no Home Loan Bank has ever
experienced a credit loss on an advance to a member.

While the Home Loan Banks face minimal credit risk on ad-
vances, they are subject to credit risk on some investments. Each
Home Loan Bank must comply with limits established by the Fi-
nance Board and its directors on the amounts of unsecured exten-
sions of credit, whether on or off balance sheet.

The Finance Board also limits the amounts and terms of unse-
cured debt exposure to any counterpart other than the United
States Government. Unsecured credit exposure to any counterparty
is limited by the credit quality and capital level of the counterparty
and the capital level of the bank.

The Finance Board views these risk management requirements
to be more than adequate to protect against any potential loss ex-
posure to the taxpayer.

In exchange for public support, of course, the American taxpayer
has the right to expect responsible behavior by the GSEs. It is criti-
cally important to protect the taxpayer from any potential loss by
monitoring and regulating GSE financial risk. It is also critically
important to ensure that the low cost-of-funds and other advan-
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tages bestowed on the GSEs are well directed and ultimately reach
their intended beneficiaries.

There is a risk that much of the government-owned benefit could
be absorbed as profits within the GSE conduit. But one of the
unique factors and features of the Home Loan Bank System, name-
ly, its cooperative structure, inherently protects against such an
event. Because the members and shareholders are one and the
same and because the public benefit of the Federal Home Loan
Bank System is delivered by members’ retail lending, the members’
financial incentives to get the lowest cost of funds is entirely con-
sistent with maximizing public benefit. In addition, mission regula-
tion helps ensure this valuable GSE benefit is focused on assisting
member lending.

Mission regulation is closely linked to safety and soundness regu-
lation. Many assets are perfectly safe and sound from a financial
point of view, but because the GSEs were created for specific pur-
poses and GSEs are supported by agency debt, only some assets
are consistent with the mission of those GSEs.

The Finance Board has been focusing on the Home Loan Bank
core mission activities. In the past, some level of non-mission in-
vestments were necessary for the banks to meet their REFCORP
obligation of $300 million per year and to fund the Affordable
Housing Program.

This activity where the Home Loan Banks borrow at close to
Treasury rates to purchase higher yielding assets in the capital
markets such as MBS and earn a profit from the spread has been
the subject of bipartisan criticism for many years. Indeed, the arbi-
trage issue has been at the top of the list of many Members of Con-
gress and the Treasury Department, and rightfully so.

Five years ago, approximately 40 percent of Home Loan Bank as-
sets reflected core mission activities as we defined here. I am
pleased to report that through a combination of advances, growth
and Finance Board actions, the ratio is now approximately 75 per-
cent.

Recently, Finance Board actions along with reforms passed in
Gramm-Leach-Bliley that eliminated the major drivers of arbitrage,
such as the flat REFCORP assessment and subscription-based cap-
ital, provide the best opportunity in a decade to focus the activity
of the Home Loan Banks on their mission and reduce their depend-
ence on arbitrage investment.

On June 29, the Finance Board passed the Core Mission Assets/
Acquired Member Assets rule. This rule establishes a framework
for the Home Loan Bank System to pursue a totally mission-relat-
ed balance sheet. The rule has two parts.

It makes permanent Acquired Member Assets, or AMA pro-
grams, such as the so-called Chicago pilot or the Mortgage Partner-
ship Finance, which is the most prominent of acquired mortgage
assets. As you know, this as proved to be a very successful program
to date involving over $10.5 billion worth of assets.

Each of the 12 member banks is now offering or will soon offer
an MPF or similar program that will divide the risk of the mort-
gage between a member bank and a Home Loan Bank partner.
Simply stated, the member bank manages the credit risk and the
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Home Loan Bank, experts at hedging interest rate risk, will as-
sume and manage that risk.

These partnerships provide true competition with the secondary
market GSEs. Instead of credit risk being concentrated in those
two housing GSEs, the risk can now be dispersed through over
7500 Home Loan Bank members.

These programs serve to de-concentrate the risk of a $4 trillion
housing finance market and put the rewards in the right place,
with those who take the risk, to offer what is truly a third way
home for member institutions.

The rule also defines Core Mission Assets as assets including ad-
vances, Acquired Member Assets and certain smaller classes of se-
curities. If there is any meaning to the mandate that the Finance
Board must ensure mission achievement, it is incumbent on the Fi-
nance Board to state in regulatory form which activities and assets
actually advance that mission.

The development of the Acquired Member Asset programs will
help the Home Loan Banks to develop Core Mission Assets to re-
place arbitrage investments and at the same time increase competi-
tion in the secondary market.

Of course, these new activities must be supported by a strong
capital base. For this reason as well as for purposes of capitalizing
other new Home Loan Bank activities, Gramm-Leach-Bliley has
mandated the establishment of a new risk-based capital structure
that will allow the banks to adjust their capital to the actual risk
that they have on their balance sheet.

I am pleased to report that on July 13th the Finance Board pro-
posed a state-of-the-art risk based capital rule as required by
Gramm-Leach-Bliley which is currently out for a 90-day comment
period. The legislation requires the Finance Board to issue its final
capital rule in November and we are making progress toward that
goal.

In summary, as a result of Gramm-Leach-Bliley and the regu-
latory initiatives that I have described, the Home Loan Banks can
play an even broader and more important role in the future than
they have in the past and do so in a way that is mindful of the
financial interests of the American taxpayers.

Thank you.
[The prepared statement of William C. Apgar follows:]

PREPARED STATEMENT OF WILLIAM C. APGAR, HUD DESIGNEE TO THE FEDERAL
HOUSING FINANCE BOARD

Good morning Mr. Chairman, and members of the Task Force. I would like to
thank you for the opportunity to appear today to testify before the Task Force on
Housing and Infrastructure of the House Budget Committee on the subject of eco-
nomic implications of debt held by government sponsored enterprises. I should point
out that the Board of Directors of the Federal Housing Finance Board has not re-
viewed my testimony nor does it represent the Administration’s position.

The Federal Housing Finance Board (Finance Board) is an independent agency in
the Executive Branch. It is both the mission and safety and soundness regulator for
the 12 regional Federal Home Loan Banks (FHLBanks) and the regulator of the Of-
fice of Finance, which serves as the debt issuance facility for the consolidated obliga-
tions of the FHLBanks. The Finance Board is funded through assessments made on
the FHLBanks and is not subject to the congressional appropriations process.

Since the resignation of Bruce Morrison as Chairman on July 4, 2000, I have held
the delegated authority of Chairman of the Finance Board as Secretary Cuomo’s
designee. I would like to emphasize my intention to maintain the continuity of the
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Finance Board’s recent actions with respect both to safety and soundness and to in-
novation by the FHLBanks and competition among the government sponsored enter-
prises (GSEs) as a means of maximizing their public benefit.

Congress created the FHLBank System in 1932 to improve the availability of
funds to support homeownership. The FHLBanks are cooperatively owned by their
member-bank stockholders and they operate by enhancing member lending at the
local level. The FHLBanks offer as their primary product, a readily available, low-
cost source of funds, called an advance, to its member institutions and housing asso-
ciates. Advances enhance lending by members both by passing through the
FHLBanks’ cost-of-funds advantage in the debt markets, and by having FHLBanks
manage interest rate risk. To the Finance Board, activities that assist and enhance
lending by members are consistent with the FHLBanks’ mission.

Congress originally granted access to FHLBank advances primarily to thrift insti-
tutions. In response to the thrift crisis of the 1980s, Congress enacted FIRREA in
1989 to change the FHLBank System, most significantly by expanding membership
eligibility to include commercial banks and credit unions.

In 1989, Congress also imposed a $300 million per year assessment on the
FHLBanks to help pay for the costs of the thrift bailout. In addition, Congress im-
posed a requirement that 10 percent of FHLBank net earnings go to support an Af-
fordable Housing Program (AHP) each year. The AHP is designed to enhance the
availability of affordable housing for very low- to moderate-income families. Last
year the FHLBank System made $199 million in AHP contributions and grants na-
tionwide. The combination of these new financial obligations, the decline in the
thrift population, and the time lag for commercial banking institutions to join the
FHLBank System and take down advances, understandably drove the FHLBanks in
the 1990s to supplement earnings by increasing arbitrage activities.

In November 1999, by enacting Title VI of the Gramm-Leach-Bliley Act—the first
comprehensive legislation since FIRREA to affect the FHLBank System—Congress,
in a singular vote of confidence, made many changes to enhance the capacity of the
FHLBanks to carry out their housing finance and community and economic develop-
ment mission as part of the modernized financial services world of the 21st century.
Significant, among other changes, is that the FHLBank System has now been
charged with supporting access to low-cost funds for community financial institu-
tions to support small business, small farm and small agri-business lending. More-
over, by changing the fixed $300 million REFCORP assessment to one based on a
percentage of FHLBank income and by reforming the FHLBanks’ capital structure,
this legislation has truly positioned the FHLBank System to add value to consumers
and to the financial system in three critical areas: providing competition in housing
finance; serving as central bank to community institutions; and serving underserved
populations. I would also stress that, through both proposed and final regulations,
including a recently proposed regulation on the new risk-based capital structure, the
Finance Board has implemented all the statutory requirements of Gramm-Leach-
Bliley—as well as exercising its discretionary authority to strengthen mission regu-
lation—in a timely and expeditious fashion, and I would like to commend the Fi-
nance Board staff on their efforts in this regard.

As of June 30, 2000 the assets of the FHLBank System totaled $621 billion. There
were more than 7500 members as of that date. The bonds issued to support the as-
sets of the FHLBank System are expressly not obligations of the United States, but
they do benefit from the favorable investor perception associated with the
FHLBanks’ status as a GSE. The Federal Home Loan Bank Act makes clear that
it is the Finance Board’s primary duty to ensure the safety and soundness of the
FHLBank System and, consistent with that primary duty, to ensure that the
FHLBanks carry out their housing finance mission.

As noted, the fundamental business of the FHLBanks is to provide member insti-
tutions with advances and other credit products in a wide range of maturities and
terms to meet member demand. Lending and investing funds and engaging in off-
balance-sheet interest-rate exchange agreements have the potential for exposing the
FHLBanks to credit and interest-rate risk. The principal defenses against credit and
interest-rate risk are sound risk-management policies and practices, vigilant super-
vision, and the over $30 billion of FHLBank System capital.

To control the FHLBank System’s risk exposure, the Finance Board has estab-
lished regulations and policies that FHLBanks must follow to evaluate and manage
their credit and interest-rate risk. Among the most notable regulatory requirements
are:

• The FHLBanks must have, and take whatever actions are necessary to main-
tain, a triple-A credit rating on their consolidated debt.
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• Each FHLBank must have, and take whatever actions are necessary to main-
tain, a double-A credit rating that is a meaningful measure of the individual
FHLBank’s financial strength and stability.

• Each FHLBank must establish and implement risk management policies and
controls that comport with Finance Board requirements and conduct periodic assess-
ments of these controls.

• Each FHLBank and the Office of Finance must be subject to an annual on-site
examination by the Finance Board, as well as off-site analyses.

• Each FHLBank must file periodic compliance reports with the Finance Board.
• Each FHLBank must have both an external and an internal auditor, and the

Finance Board has recently articulated a new set of state-of-the-art duties and re-
sponsibilities of the audit committee of each FHLBank’s board of directors along
with standards for corporate governance and internal controls that the boards must
comply with.

Managing Interest-Rate Risk. Interest-rate risk is the risk that relative and abso-
lute changes in interest rates may adversely affect an institution’s financial condi-
tion. The goal of an interest-rate risk management strategy is not necessarily to
eliminate interest-rate risk but to manage it by setting appropriate limits.

The Finance Board has adopted comprehensive policies that strictly limit the
amount of interest-rate risk a FHLBank may assume. Most of the FHLBanks have
adopted internal interest-rate risk limits that are even more conservative than the
strict limits required by the Finance Board. To further limit interest-rate risk that
could arise when a member prepays an advance, the Finance Board requires that
each FHLBank generally charge a prepayment fee that makes it financially indiffer-
ent to a member’s decision to prepay an advance.

The Finance Board limits the interest-rate risk of mortgage-backed securities
(MBS) owned by the FHLBanks by restricting the types of MBS to those with lim-
ited average life changes (and hence limited price change) under certain interest-
rate shock scenarios. Moreover, the size of the FHLBanks’ MBS holdings is limited
to no more than three times the FHLBanks’ capital (or less than $90 billion today).

The general approach of the FHLBanks toward managing interest-rate risk is to
acquire and maintain a portfolio of assets and liabilities, which, together with their
associated interest-rate exchange agreements, limit the exposure to future interest
rate changes.

Managing Credit Risk. Credit risk is the risk of loss due to default. The FHLBank
System protects against credit risk through collateralization of all advances. In addi-
tion, each FHLBank can call for additional or substitute collateral during the life
of an advance to protect its security interest. In the 68-year history of the FHLBank
System, no FHLBank has ever experienced a credit loss on an advance to a member.

While the FHLBanks face minimal credit risk on advances, they are subject to
credit risk on some investments. Each FHLBank must comply with limits estab-
lished by the Finance Board and its board of directors on the amounts of unsecured
extensions of credit, whether on- or off-balance sheet. The Finance Board also limits
the amounts and terms of unsecured credit exposure to any counterpart other than
to the U.S. Government. Unsecured credit exposure to any counterparty is limited
by the credit quality and capital level of the counterparty and by the capital level
of the FHLBank.

The Finance Board views these risk management requirements to be more than
adequate to protect against any potential loss exposure to the taxpayer. Even so,
the taxpayer has a right to expect certain benefits for taking any potential risk and
for bestowing certain advantages on the GSEs.

Congress long ago decided that promoting homeownership is desirable and worth
the cost of granting special advantages to homebuyers, such as the mortgage inter-
est tax deduction, and the establishment of specially advantaged GSEs to facilitate
housing finance and other socially desirable activities. In exchange for public sup-
port, the American taxpayer has the right to expect responsible behavior by the
GSEs. It is obvious that it is critically important to protect the taxpayer from any
potential loss by monitoring and regulating GSE financial risk. It is also critically
important to ensure that the low cost-of-funds and other advantages bestowed upon
the GSEs are well directed and ultimately reach their intended beneficiaries. There
is a risk that much of the government-bestowed benefit could be absorbed as profits
within the GSE conduit.

One unique characteristic of the FHLBank System—namely, its cooperative struc-
ture—inherently protects against such an event. Because members and shareholders
are one and the same, and because the public benefit of the FHLBanks System is
delivered by members’ retail lending, the members’ financial incentives to get the
lowest cost of funds is entirely consistent with maximizing the public’s benefit. In
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addition, mission regulation helps to ensure that this valuable GSE benefit is fo-
cused on assisting member lending.

Congress created GSEs to accomplish statutorily prescribed missions and provided
them with advantages, including a U.S. Treasury line of credit, which enables them
to benefit from a lower cost of funds and operations. It is up to the regulator to en-
sure that the public, in turn, receives the benefits of that lower cost and to ensure,
consistent with safety and soundness, that the public mission of the GSE is
achieved.

Mission regulation, while controversial, is closely related to safety and soundness
regulation. Many assets are perfectly safe and sound from a financial point of view.
But because the GSEs were created for very specific purposes, and GSE assets are
supported by agency debt, only some assets are consistent with the mission of those
GSEs.

The Finance Board has been focusing the FHLBanks on core mission activities.
In the past, some level of non-mission investments were necessary for the
FHLBanks to meet their REFCORP obligation of $300 million per year and to fund
AHP. This arbitrage activity, where the FHLBanks borrow at close to Treasury
rates to purchase higher yielding assets in the capital markets, such as MBS, and
earn a profit from the spread, has been the subject of bi-partisan criticism for many
years. Investments supported by agency debt and ultimately guaranteed by the tax-
payer simply to earn a profit are much less useful than activities that would more
directly benefit members and their borrowers.

Indeed, the ‘‘arbitrage issue’’ has been at the top of the list of concerns of many
Members of Congress and the Treasury Department, and rightly so. Five years ago
approximately 40 percent of FHLBank assets reflected Core Mission Activity as we
have recently defined the term. I am pleased to report that through a combination
of advances growth and Finance Board actions, that ratio is now approximately 75
percent.

Recent Finance Board actions along with the reforms passed in Gramm-Leach-Bli-
ley that eliminated the major drivers of arbitrage, such as the flat REFCORP as-
sessment and subscription based capital, provide the best opportunity in a decade
to focus the activities of the FHLBanks on their mission and reduce their depend-
ence on arbitrage investments. On June 29, the Finance Board passed the ‘‘Core
Mission Assets/Acquired Member Assets’’ rule. This rule establishes the framework
for the FHLBank System to pursue a totally mission-related balance sheet. The rule
has two parts:

1. It makes permanent the Acquired Member Assets, or AMA programs, and re-
moves the $9 billion cap on the ‘‘Chicago Pilot’’ (MPF), which is the most prominent
of acquired member asset programs. MPF has proven to be very successful and has
to date acquired over $10.5 billion of assets. Each of the 12 FHLBanks is now offer-
ing, or will soon offer, MPF or a similar program that will divide the risks of mort-
gages between a member bank and its FHLBank partner. Rather than sell the mort-
gage and all its attendant risks in the secondary market, a FHLBank member will
have the option of retaining the credit risk and being rewarded for good underwrit-
ing by receiving a credit enhancement fee. The FHLBanks, experts at hedging inter-
est rate risks, will assume and manage the market risk.

These partnership programs provide true competition with the two secondary
market GSEs. Instead of credit risk being concentrated in these two housing GSEs,
the risks can now be dispersed through the FHLBanks to their 7,500 members.
These programs de-concentrate the risks of a $4 trillion housing finance market and
put the rewards in the right place—with those who take the risk—to offer what is
truly a ‘‘third way home.’’

Rather than rail against the housing GSEs and the advantages they have been
afforded, I believe we should instead focus on how to introduce competition among
them, decrease risk to the public sector, and focus mission to maximize the public
benefit. The FHLBanks’ AMA programs accomplish these objectives.

2. The proposed rule defines Core Mission Assets (CMA) as assets (including ad-
vances, AMA and certain smaller classes of targeted assets) that the FHLBanks are
encouraged to hold. If there is any meaning to the mandate that the Finance Board
‘‘ensure’’ mission achievement, it is incumbent on the Finance Board to state in reg-
ulatory form which activities and assets actually advance that mission. Rather than
imposing a constraint, the definition of Core Mission Assets simply specifies what
we consider to be the most productive, value-added assets as tools for business and
capital purchase purposes.

The development of Acquired Member Asset programs will help the FHLBanks to
develop core mission assets to replace arbitrage investments and, at the same time,
increase competition in the secondary market. By doing so, AMA should increase
mortgage market share for depository institutions, help disperse the credit risk of
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the $4 trillion mortgage market from the two large secondary market GSEs to the
more than 7,500 FHLBank member institutions and, most importantly, reduce
mortgage costs for American homebuyers.

These new AMA activities must be supported by a strong capital base. For this
reason, as well as for the purposes of capitalizing other new FHLBank activities,
and creating consistency with rules applied to other regulated financial institutions,
Gramm-Leach-Bliley has mandated the establishment of a new risk-based capital
structure, that will allow the FHLBanks to adjust their capital to the actual risks
that they have on their balance sheets.

Currently, members are required to buy an amount of FHLBank stock based on
the size of their balance sheets and the amount of their advance borrowings from
the FHLBanks. This has resulted in systematic over-capitalization of the
FHLBanks. The FHLBanks have been servicing this excess capital with arbitrage-
derived profits. Risk-based capital will match required capital to actual acquired
risk and therefore alleviate the need for extraneous arbitrage earnings. Risk-based
capital offers greater protection to the System and therefore greater protection to
the taxpayer. Another way of looking at the issue of capital is as follows: member
institutions can think of the FHLBanks as their capital markets affiliate and make
a rational decision as to how much capital they wish to put up for the FHLBanks
to be able to conduct members’ business. The size of the balance sheet need be no
larger than what is actually required for business, not for arbitrary, non-mission re-
lated arbitrage. Again, this is another vital tool to minimize risk while assuring
maximum pass-through of public benefit. The Finance Board on July 13 proposed
a state-of-the-art risk-based capital rule as required by Gramm-Leach-Bliley, which
is currently out for a 90-day comment period. The legislation requires the Finance
Board to issue its final capital rule by November 12 of this year, and we are making
progress toward that goal.

In summary, as a result of both Gramm-Leach-Bliley and the regulatory initia-
tives that I have described, the FHLBanks can play an even broader and more im-
portant role in the future than they have in the past. The FHLBanks have new au-
thority to expand into small business and agricultural lending to their smaller mem-
bers, to expand non-mortgage lending to all members and to offer new mortgage
products that enhance competition among the housing GSEs and disperse the credit
risks of mortgage finance. The FHLBanks now have a regulatory incentive to focus
on activities that create value for members and thus for consumers, and have the
prospect of more permanence in the FHLBank capital base than has previously been
the case. In all these ways, the FHLBanks are extraordinarily well-positioned to
work with their rapidly growing membership base. Consumers of financial services
all across America will benefit if we stay this public policy course and authorize the
FHLBanks to play these important roles in the future.

Chairman SUNUNU. Thank you very much, Mr. Apgar.
Mr. Falcon, a lot of discussion in the previous panel centered

around matching the GSE portfolios in order to minimize their ex-
posure to risk. To what extent are the long-term assets within the
GSE portfolios funded by short-term debt? How well matched are
the portfolios?

Mr. FALCON. Right now, Mr. Chairman, we consider the port-
folios to be very well matched. The majority of the debt that they
issue is long term and the short-term debt that they do have is
through the use of derivatives converted to effective long-term debt
and then the majority of that long-term debt has callable or adjust-
ment features in it which protect the enterprises from changes in
interest rates.

Chairman SUNUNU. How do you quantify or how do you measure
the degree to which the portfolio might be mismatched, that there
might be some gap in duration?

Mr. FALCON. Well, you have to take into account, Mr. Chairman,
the prepayment risk associated with mortgages and there is a well
established body of research about prepayment speeds on mort-
gages. And it depends on the various state of interest rates as to
whether or not mortgages will be prepaid at a certain rate, as op-
posed to earlier rather than later.
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Chairman SUNUNU. In trying to forecast prepayment risk, do you
benefit from the GSEs’ considerable database of information? I
would guess that no one has better historical records than the
GSEs. Do you benefit from that information in trying to estimate
yourself what the potential for prepayment is?

Mr. FALCON. Yes. Absolutely. In fact, we have a broader base
than either one of the GSEs, since we have both GSEs’ databases.
We can look at them in the aggregate in addition to individually.

Chairman SUNUNU. Could you for a little bit of history describe
the mismatch that occurred in the early 1980’s that was mentioned
by the previous panel and the degree to which that could or could
not happen again due to changes in the policy at the GSEs?

Mr. FALCON. Certainly I would never say that anything could
never happen again, Mr. Chairman, but I think through our super-
visory program I am comfortable with the way they are managing
their interest rate risk at the current time.

Certainly—and I worked for the House Banking Committee for
8 years, Mr. Chairman, and worked with that committee to help
deal with the savings and loan crisis, so I am well aware of what
is required of a regulator in order to try to prevent that from ever
happening again with any financial institution.

So I think what you had there was basically, as the previous
panel described, you had long-term assets funded with short-term
sources of funds. And that is why it is so critical to the enterprises
to ensure that there is a match in duration of assets and liabilities.

Chairman SUNUNU. Who had responsibility for oversight at
that—and that’s before S&Ls even existed, correct?

Mr. FALCON. Yes, Mr. Chairman.
Chairman SUNUNU. So who was primarily responsible for over-

sight or for trying to help identify whether or not a mismatch ex-
isted in the early 1980’s?

Mr. FALCON. With the enterprises?
Chairman SUNUNU. Yes.
Mr. FALCON. At that time, I think HUD had some general regu-

latory responsibility, but I think that was the extent of it.
Chairman SUNUNU. Could you talk a little bit about the risk-

based capital stress test? What are the principles that are at the
core of that test that you have developed and are in the process of
implementing?

Mr. FALCON. I certainly enjoy talking about risk-based capital be-
cause I think it would be a very valuable tool for OFHEO in
achieving its responsibilities.

It is intended to complement our examination program and our
research program. They are all, I think, critical components to
OFHEO achieving its mission.

Risk-based capital is simply placing the enterprises’ balance
sheets under stressful economic conditions, both stressful credit
losses as well as big swings in interest rates and then seeing how
their balance sheets would fare under a 10-year scenario at those
stressful levels.

We are in the process right now of combing through the com-
ments. In fact, we have concluded review of all the comments on
the proposal and we are in the process right now of writing a final
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rule to reflect any changes that have been made and we will also
have to make changes to the computer model.

This involves not just writing the rule, but involves writing very
sophisticated computer code to make sure that we adequately and
properly model the assets and liabilities of the enterprises.

Chairman SUNUNU. What elements of risk cannot be adequately
captured in this kind of a model?

Mr. FALCON. I think management and operations risk is certainly
one of them, but that is why the risk based capital requirement
will have a 30 percent add on in addition to whatever is produced
by the stress test. So there is a very generous add on that is in-
cluded to the stress test capital requirement.

Chairman SUNUNU. Is that 30 percent intended to cover bad
management?

Mr. FALCON. No, just to—well, to ensure that if there were any
lapses in management or unforeseen circumstances, this is just an
add on to ensure that to the next something cannot be modeled in
the risk-based capital regulation there is a cushion in addition to
that requirement which is produced by the stress test.

Chairman SUNUNU. How does OFHEO deal with oversight of risk
management strategies in hedging?

Mr. FALCON. Our examination staff, which I think consists of
very talented and experienced examiners, look at the policies of the
enterprises and not just their policies but the actual practices of
the enterprises in trying to hedge against risk. They will look at
very specific transactions that are entered into, to accommodate
changes in interest rate.

I think, Mr. Chairman, this will be complemented by our risk-
based capital standard, but as great as the risk-based capital
standard will be when we get it completed at the end of the year,
I do not ever want to downplay how important it is for our examin-
ers to be there at the enterprises, understanding everything that
the enterprises do.

We never substitute our business judgment for what they have
decided to do in running their businesses, but we certainly look at
everything that they do and try to make certain that the risk is
properly managed.

Chairman SUNUNU. As the size of the portfolio held by the GSE
grows, the GSE needs to engage in a greater volume of interest
rate swaps and utilization of option-embedded securities in order to
keep that portfolio in balance. Is that correct?

Mr. FALCON. Yes. As they add mortgage-backed securities into
their portfolio, their retained portfolio, they do take on the interest
rate risk.

Chairman SUNUNU. Does the increase in the utilization of deriva-
tives in that situation in and of itself require a higher level of cap-
italization or reserves?

Mr. FALCON. I think any increase in the use of derivatives cer-
tainly requires increased supervision because you then have to deal
with counterparty risk and counterparty risk is dealt with in our
risk-based capital standard as well as in our examination program.
We will look at the nature of the counterparties, we will try to
make sure that there is not any concentration in any one or two
counterparties, but, yes, it is an important part of our supervision.
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Chairman SUNUNU. Mr. Ely was disappointed that he did not
have access to more information regarding that counterparty expo-
sure but for the purposes of regulation, is there any information re-
garding counterparty exposure that you do not have access to?

Mr. FALCON. No, sir.
Chairman SUNUNU. Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman, and thank our panel

for being here. I am sorry I missed your testimony.
I want to say I am always happy to see Mr. Falcon testify be-

cause a lot of what we are talking about with respect to the GSEs
and whether or not there is sufficient oversight and risk-based cap-
ital rules and all is sitting on Mr. Falcon’s front doorstep and we
eagerly await the publication of the final rules with respect to that
and I, for one, am eager to see Congress allow Mr. Falcon and the
agency that he represents the ability at least to carry out what we
passed in 1992 before we go and change it all again, maybe at least
for a month or two, if not longer.

Let me ask just a couple of questions.
One, to Mr. Ely’s question on derivative information, when

OFHEO conducts its analysis of the GSEs, in which case you will
be looking at counterparty risk and the like, will that information,
will your final analysis including some of that information, become
part of the public domain and thus be available to the public,
whether it is the general public, concerned investors or whatever?

Mr. FALCON. I think generally I would like to foster greater un-
derstanding of the GSEs and the secondary mortgage market. To
the extent we can provide any increased transparency to their oper-
ations, especially in this area, I think it would be of benefit to the
mortgage market and to the public. However, we have to balance
that against the requirements of the Trade Secrets Act and ensure
that we do not release any proprietary information of the enter-
prises, but certainly I think that that is a very worthwhile goal.

Mr. BENTSEN. It is tough in the area of derivatives, there is no
real Federal standard as it relates to disclosure of derivative in-
vestments, even in the banking industry we have had a battle
going on over FASB rules and how derivatives should be handled
and disclosure rules, but I would hope that OFHEO’s analysis that
it is disclosed to the public is useful analysis, I guess is the best
way to put it.

How would you compare in establishing your risk-based capital
standards and your stress test to those that were established under
FIRREA for savings and loans? You were involved in the passage
of both pieces of legislation as counsel on the banking committee.
FIRREA sought to impose tighter investment standards on thrifts
both in the purchase of mortgages, mortgage securities, and other
types of non-mortgage investments. Do you think the standards
you are establishing are comparable to that?

Mr. FALCON. The standards which eventually resulted from
FIRREA and FIDCIA were risk-based capital standards, but they
were more of a ratio or leverage type risk-based capital standard,
where assets were placed in buckets and the buckets had a risk
weighting and the resulting capital would be their risk-based cap-
ital standard.
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This was in addition to the straight forward leverage capital
standard that the banks and thrifts have applied to them.

What OFHEO is doing under the 1992 act is something which is
entirely different. I do not mean to imply that one is better than
the other. I think that comparing banks and thrifts and the enter-
prises, it may be that one is appropriate for banks and thrifts and
this is appropriate for the GSEs. What we do is we actually place
the balance sheets of the enterprises under stressful conditions, big
interest rate swings, severe credit losses, we give them credit for
hedging activities, and we make sure that they can remain solvent
over that entire 10-year period under those stressful conditions.

If at any point in any quarter during that 10-year period they do
not have sufficient capital to remain solvent, then we will increase
their capital requirement to make sure that they always maintain
that level of minimum capital.

So we try to simulate through this risk-based capital regulation
and the stress test what would happen under severe economic
times and I think that is an entirely different way of imposing a
risk-based capital requirement and, in fact, we have been educating
the banking regulators on how this would work. There may be
some aspects of it that they are trying to understand better to see
if there is any applicability.

Mr. BENTSEN. Do you take into consideration geographic eco-
nomic dislocation and how it affects the mortgage portfolio? I know
a lot has been talked about the farm crisis and the impact it had
on the Farm Credit System in the mid 1980’s. Obviously, there was
an economic problem broadly in the farm system.

Do you all take into account—I mean, short of just an overall
economic decline in the United States, the geographic changes in
the real estate market?

Mr. FALCON. Well, the worst credit losses that are built into the
stress test actually are the worst credit losses for a specific region
of the country, so to the extent that we did pick the severest credit
losses for a geographic region of the country and implied those
losses and that experience to the entire portfolio of the enterprises,
so Congressman, I think in that sense we are trying to not just
take a national average of credit experience, but actually a more
focused worst case scenario.

Mr. BENTSEN. I just have a couple more questions, Mr. Chair-
man.

If you find that there is under capitalization or potential under
capitalization or non-adherence to stress test risk out there, your
examiners are in the GSEs and they find there is a problem with
the portfolio or a systemic problem, what authority do you have to
correct that problem?

Mr. FALCON. We have pretty broad authority in our statute and
we have adequate authority, I believe, to step in and require the
corrective action to address the problem and we will move quickly
to do that. I would never want to place this committee, this Con-
gress, in any position where they have to consider a deteriorating
condition of the enterprises. So we would move quickly, we would
move forcefully, utilizing all the authorities we have to ensure that
we exercise prompt, corrective action.
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Mr. BENTSEN. Do you have similar sort of cease and desist au-
thority in the same way the Comptroller of the Currency or the
Federal Reserve has in bank regulation?

Mr. FALCON. Yes.
Chairman SUNUNU. Finally, for Mr. Apgar and Mr. Falcon, there

has been a lot of discussion about GSE debt and we will just talk
about aggregate debt, both GSE corporate debt and mortgage-
backed security debt, and how fast it is growing.

Is GSE debt—the vast majority of which is mortgage debt, I be-
lieve, in one way or the other—is it growing more rapidly than
housing debt would grow as a whole to meet housing market de-
mand?

The point is—and this is sort of where I think the big question
we are leading to is—do the GSEs have access to so much cheap
money out there that they have issued a dramatic amount of debt
far greater than the demand they have for buying mortgages, ei-
ther through direct purchase or through the MBS function?

Mr. APGAR. Well, you heard earlier that the mortgage market is
a mature market, growing only so fast, and the GSEs for a variety
of reasons, the secondary market GSEs particularly, are growing
even faster in their purchase of debt.

I think the more relevant question is is it growing faster than
maybe Congress or anybody anticipated when they laid down the
regulatory frameworks in 1992. And so I think it is a fair question
to review whether the oversight mechanisms are appropriate. I
have high confidence that in the case of the Federal Housing Fi-
nance Board we are doing an adequate job.

I have testified earlier concerning the job that OFHEO and HUD
is doing in its oversight of Fannie and Freddie, but I do think it
is an appropriate question given the fact that it is growing, I be-
lieve, faster than people would have anticipated that would review
these regulatory structures.

Mr. BENTSEN. I would just add—and that is a fair question, I
agree with you, that is a question we need to be focusing on. But
my initial question is a risk-related question.

The argument is that there is substantial risk associated with
the rise in GSE debt. The question is is that debt rising to meet
housing market demand or is it rising faster than housing market
demand would otherwise require?

And if there is a spread there, then is that where the risk would
be?

Mr. APGAR. Well, it is clearly——
Mr. BENTSEN. Assuming that the housing market is relatively

stable.
Mr. APGAR. It is what does housing market demand require,

which is the question of how much do the GSEs need in order to
maintain their operations and that is the important question that
we have been discussing.

Clearly, in order to maintain their role as secondary market ac-
tivity, they need to do some purchasing of securities to maintain
price and other things. The question is whether they have been in-
volved in excessive purchases, some way defined, and I do not have
a specific answer on that.

Mr. BENTSEN. Thank you.
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Thank you, Mr. Chairman.
Chairman SUNUNU. Mr. Smith.
Mr. SMITH. Thank you, Mr. Chairman.
I happen to chair one of the science subcommittees in research

and we have been looking at the effect of the new technology and
our ability through computers and websites to communicate and I
am somewhat familiar with a couple of innovations such as the
muniauction.com and other websites that tend to make sure that
the market is in place as far as buyers and sellers in terms of try-
ing to make this system a little more efficient.

What do you see as the impact of this kind of advance commu-
nication in terms of bringing the lowest possible interest rates or
the lowest possible—the best possible service to the ultimate home-
owner?

Mr. APGAR. Well, as was noted earlier, capital markets are
emerging, they are integrated into the world, housing finance mar-
kets into the world, capital markets. The innovations in delivery of
mortgage products are astounding. And so I think that all enures
to the benefit of the American home buyer.

Mr. SMITH. Mr. Falcon, any comments?
Mr. FALCON. I agree generally with what Secretary Apgar said.
Technology as it evolves, and I would recommend to you our an-

nual report which discussed this at some length, could change the
way the mortgage delivery system is used right now. I think you
are seeing some efforts by the enterprises to try to position them-
selves accordingly. They are developing relationships with others
such as the Freddie Mac-Microsoft joint venture to have a single
delivery mechanism for mortgages through the Internet.

So I think it is an area that we are studying carefully.
Mr. SMITH. And, Mr. Falcon, let me ask you a question about

hedging. When asked about the credit risk and interest rate risk
as a result of mortgages and MBSs in the portfolio, GSEs are quick
to point out that they have a great hedging system and so my ques-
tion is is there an adequate framework in place for OFHEO to as-
sess and review these hedging systems to look at what is going to
be the best way to do it? How do you assess it? Are you assessing
them?

Mr. FALCON. Absolutely, Congressman. We look at their overall
policies with regards to how they use hedging, derivatives for hedg-
ing purposes. They engage in derivative usage for hedging purposes
and do not engage in the use of derivatives for speculative pur-
poses. And we do look closely at how they use hedges to deal with
any possible interest rate risk that they have with respect to their
portfolio or any other line of business that they have.

Mr. SMITH. And another question is Fannie Mae has stated on
several occasions that a bank or a thrift institution would require
much more capital if they were going to meet the risk-based capital
requirements of OFHEO. Give me your reaction.

Mr. FALCON. You really cannot compare them, Congressman.
They are two entirely different types of capital regulations, the
risk-based capital we are working on versus the risk-based capital
regulation that banks and thrifts have applied to them. And the
nature of their businesses are very different as well. So I do not
know that you could readily compare the capital requirements of
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banks and thrifts to the capital requirement that we will have for
Fannie or Freddie under a risk-based capital regulation.

Mr. SMITH. And maybe a final question would be each of your as-
sessment or your evaluation of the ultimate responsibility of the
Federal Government, how much of a real obligation would there be
for the Federal Government to underwrite, would it be a political
obligation?

Do you see anything that is implied in any of the laws or any
of the regulations that might go further in implying some under-
writing by the Federal Government if the GSEs run into trouble?

Mr. APGAR. Well, as was noted, we are starting with securities
that say in plain English that these are not guaranteed by the Fed-
eral Government, but that does not undue the 60, 70-year history
of Federal involvement in each entity. And so clearly there is an
investor perception.

What it would take to change investor perceptions is difficult to
assess, but among other things, investors could perceive that be-
cause of the size of these organizations alone, independent of this
history of Federal involvement, that any substantial financial dif-
ficulties because of the magnitude and number of people that would
be affected by that would require some Federal action.

Mr. FALCON. I agree totally, Congressman. You could remove the
enterprises’ line of credit and you could take away their Federal
charter, you could subject them to State and local taxation, you
could take away all the explicit Federal benefits, but you still have
the question before you of would they be considered too big to fail.

This is a question that Congress has before it, not just with re-
spect to Fannie or Freddie or the Federal Home Loan Bank Sys-
tem, but with respect to any large financial institution.

So would repealing the explicit benefits they receive address the
issue of the implied Federal guarantee? I am not certain it would
because of the issue of too big to fail.

Mr. SMITH. And so to what extent does this implied responsibility
of the Federal Government add to the profits of Fannie Mae and
Freddie Mac?

Mr. FALCON. It certainly makes our jobs all the more important,
to make sure that we are adequately supervising the enterprises.
The benefits they receive, as I outlined in my testimony, there is
benefit that enures to homeowners. If you look at the comparison
of the conforming mortgage interest rate to jumbos, there is cer-
tainly a difference in what it would cost the homeowner to get a
home loan.

Chairman SUNUNU. If you could elaborate on that, to what extent
is that disparity driven by the participation of the GSEs and to
what extent is it driven by market liquidity at the sort of higher
end and the larger size mortgages that might be less common?

Mr. FALCON. Well, I think certainly the enterprises’ lower cost of
funds by virtue of the GSE status is what results in some of that
differential. Whether or not all of the differential gets passed on to
homeowners is a question. I believe it was CBO several years ago
opined that roughly half of it was passed on to the homeowners
and the rest was for the benefit for shareholders.

I would like to do some more research on the subject, Mr. Chair-
man, on your specific question.

VerDate 11-MAY-2000 15:34 Sep 28, 2000 Jkt 000000 PO 00000 Frm 00244 Fmt 6601 Sfmt 6602 H:\DOCS\HEARINGS\10-1\63822.TXT HBUDGET1 PsN: HBUDGET1



241

Mr. SMITH. Mr. Chairman, can I just do a quick final question?
Chairman SUNUNU. Sure.
Mr. SMITH. To what extent is this implied support and under-

writing by the Federal Government jeopardizing additional com-
petition or participation in the secondary mortgage market by other
totally private organizations?

Mr. FALCON. Well, there is a healthy amount of business done by
private label mortgage-backed securitizers and Ginnie Mae cer-
tainly engages in mortgage-backed securities of FHA loans. There
is an issue here about competition. I am not prepared to say a lot
about it, but it is one that I think is appropriate for Congress to
consider.

Generally, I think competition is good.
Mr. SMITH. So are you saying it does to some extent give Fannie

Mae and Freddie Mac somewhat additional advantage?
Mr. FALCON. Without a doubt, Congressman. The existence of the

GSE status on Fannie and Freddie does give them a competitive
advantage over any competitor that does not have GSE status.
That is certainly true.

Chairman SUNUNU. Thank you, Mr. Smith.
Mrs. Clayton.
Mrs. CLAYTON. Thank you.
To follow up, I think that the reason and the rationale for creat-

ing and giving the advantage was that indeed there was a need for
generating tools that would enhance the affordability for housing.
Is that not right?

Mr. FALCON. Yes. That was Congress’ purpose in establishing the
GSEs.

Mrs. CLAYTON. And knowingly they gave it an advantage because
there was a public good for which there was a need, otherwise, they
would not have done that.

Mr. FALCON. Yes, that is right.
Mrs. CLAYTON. All of the previous panelists indicated that the

buying back of mortgage-backed securities is perhaps not mission
driven and one, I think Ms. Miles, said it may be a wash, yet Mr.
Ely argued that the absence of a diversified portfolio increased the
risk exposure of the GSEs.

Can it be said that to buy back mortgage-backed securities really
decreases or increases the risk?

Mr. FALCON. I think certainly buying back mortgages does help
the enterprises in the sense that it increases the liquidity for their
mortgage-backed securities. Whether or not that is—it is Congress’
judgment to consider whether or not that is or is not a mission-re-
lated right of the enterprises to do that, but certainly it is a sound
business practice to increase the liquidity of the securities and to
the extent that this does increase the liquidity, I do not have a con-
cern about it from a safety and soundness standpoint.

Now, as a mission-related standpoint, that is something I think
is appropriate for Congress to consider.

Mrs. CLAYTON. But you do not have any questions about it un-
dermining the mission?

Mr. FALCON. No, ma’am.
Mrs. CLAYTON. You do not question that the buying back would

undermine the mission. You do see the value in that it strengthens
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the liquidity of the GSE and therefore reduces the risk which is the
opposite of what Mr. Ely said.

Mr. FALCON. Yes, Congresswoman. It does not undermine the
mission of the enterprises.

Mrs. CLAYTON. On the matter of the implied obligation of the
U.S. Government to the creditors or the investors of the GSEs, the
fact is that the line of credit that has been argued, again, Mr. Ely,
really is very low as it relates to the portfolio, so indeed of that
being an issue to undermine the government’s debt, can you com-
ment on that?

Mr. FALCON. The two and a quarter billion dollars line of credit
which each enterprise has is symbolic. Given their size, that
amount of money would not really do them much good if they were
to experience some severe economic troubles.

Chairman SUNUNU. Mrs. Clayton, if you would yield on that
point for a moment?

Mrs. CLAYTON. Yes.
Chairman SUNUNU. That begs the question what does it symbol-

ize?
Mr. FALCON. I remember this came up, Mr. Chairman, in the

hearing before Congressman Baker as well. And I think it is a mat-
ter for discussion and debate by this Task Force, by the Congress,
as to whether or not Congress wants to begin to take away some
of the explicit benefits that the GSEs have.

Removing it would take away some of the aura of the implied
government guarantee. Would it have any adverse effect on home-
owners? That remains to be seen and it might be an avenue for fur-
ther search.

Mrs. CLAYTON. The implied obligation on the part of the govern-
ment, is that enforceable?

Mr. FALCON. It is enforceable only by Congress. If something
were to happen to the enterprises——

Mrs. CLAYTON. What about a court? Is it enforceable by a court
order?

Mr. FALCON. No, ma’am. The statute—in fact, the 1992 act which
created OFHEO explicitly says that the liabilities of the enterprises
are not backed by the full faith and credit of the Federal Govern-
ment. It would take an act of Congress to step in and bail out the
creditors of the enterprises if it wanted to do so.

Mrs. CLAYTON. Follow on. Should we really be concerned with
GSEs, their debt or about their safety and soundness if the two are
not the same?

Mr. FALCON. I’m sorry?
Mrs. CLAYTON. Should we really be concerned about the extent

of their debt or we should we be concerned about their safety and
soundness, the security of the GSEs, since the two are not nec-
essarily the same?

Mr. FALCON. Right. Two issues here. One is the size of their debt.
Certainly you would be more concerned about entities like this
which have $2.2 trillion in debts and MBS outstanding as opposed
to whether or not it was $10 million. So size is important here with
respect to the implications to the financial system, should one of
the enterprises ever become insolvent.
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However, equally or more important is the nature to which those
risks are managed and supervised. That is why OFHEO has a very
extensive examination program, that is why we have a minimum
capital regulation, we will soon have a risk-based capital regulation
in place.

I think with the tools and adequate regulation we can ensure
that those risks are properly managed and that there is not an
undue risk to the financial system. That is OFHEO’s role.

Mrs. CLAYTON. You say you can, but you have found that.
Haven’t you found that they are sound?

Mr. FALCON. Yes, ma’am. Absolutely.
Mrs. CLAYTON. OK. And so the structure or the soundness of the

management has been established and you have evaluated that to
be the case. Is that correct?

Mr. FALCON. Yes. They are financially healthy. They are well
managed institutions.

Mr. APGAR. Excuse me. Just with respect to the Home Loan
Bank System, I would echo the same thing. I think today, there is
no reason for concern about risks that the system poses to the
American taxpayer.

Mrs. CLAYTON. I think also, Mr. Chairman, that the implied ad-
vantage given to the GSEs is also an implied advantage given to
the consumer and I would just question what the interest rate
would be for our loans generated if we did not have that.

So I do not know, since we are looking for studies, we may want
to look at what that implication would be and how the interest rate
would be somewhere else if we did not have the intervention of
GSEs in the marketplace. So I think there is great value in having
them there.

Thank you.
Chairman SUNUNU. Thank you very much, Mrs. Clayton.
A few final questions.
Mr. Falcon, you seemed to suggest just a few minutes ago that

safety and soundness was not related to the size of the mortgage
portfolio held by one of the GSEs. Now, it would seem to me that
by purchasing mortgage-backed securities or whole loans and hold-
ing them that GSEs expose themselves to the risks we have talked
about, interest rate risk and the prepayment risk, that they were
not exposed to before they held those securities on their own bal-
ance sheet.

So that would impact their safety and soundness, with the appro-
priate caveat that they would hedge and manage those risks in an
appropriate way. But clearly the existence of the portfolio does
have an effect on and is intertwined with safety and soundness in
your evaluation of that in support of the safety and soundness.

Mr. FALCON. Yes. You are right. What I meant to say, if I did
not say it clearly, was the existence of a retained portfolio and
their purchase of mortgage-backed securities is not in and of itself
unsafe and unsound. It is more a question of how they manage the
risk inherent with that activity.

Chairman SUNUNU. And at least in your most recent report, I
think it is a 2000 report, you certainly took those increased risks
and risk management strategies into consideration in issuing the
support for their safety and soundness that you did, correct?
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Mr. FALCON. Yes, Mr. Chairman.
Chairman SUNUNU. Could you comment briefly on whether you

think there would be some efficiencies to be gained if we combined
your mission regarding safety and soundness with the mission reg-
ulation of the GSEs?

Mr. FALCON. I am not sure what efficiencies would be gained.
There could be some. But I would say that having mission regula-
tion is not essential to an effective safety and soundness regulation.
We work well with HUD. We are under the HUD umbrella as an
independent agency within HUD and we are constantly discussing
GSE issues amongst ourselves.

Chairman SUNUNU. One case, though, where there would seem
to be an interrelationship is in the discussion of appropriate invest-
ment vehicles and, in particular, the case of the whole cash value
life insurance policies. There was a well publicized example, I
think, several years back of investment in some equities, tobacco
securities or equities or something along those lines.

Those investments are reviewed, as I understand it, by those
looking at mission, but they would ultimately have an effect on
safety and soundness as well. Could both of you comment on that?

Mr. APGAR. Yes. With respect to non-mortgage investments, you
know, clearly, we need to look at the safety and soundness implica-
tions and so as we do our non-mortgage investments review, which
take place on the HUD side of the ledger, we coordinate very care-
fully with OFHEO.

Chairman SUNUNU. Why not allow OFHEO to have jurisdiction
over those issues as well?

Mr. APGAR. Because there are other issues with respect to non-
mortgage investment in terms of what types of—as well as with
mortgage investments as to whether or not they enhance the over-
all effectiveness of the mission, whether they are in the broad pub-
lic value, we have a three-part test of which safety and soundness
is just one of the criteria we use.

Mr. FALCON. And HUD does approach us on these issues and we
do offer a very thorough analysis to them about the safety and
soundness implications of any activities of the enterprises, Mr.
Chairman.

Chairman SUNUNU. There was some discussion on the previous
panel about global market disruptions such as the Russian devalu-
ation, the series of Asian currency devaluations, and the fact that
these kinds of global economic disruptions or downturns could have
an impact on the safety and soundness of the GSEs.

Now, it seems to me in considering both of those crises that the
market reaction would be one of a flight to quality, which would
have the effect of lowering interest rates or at least supporting de-
mand for both GSE debt and perhaps mortgage-backed securities
that are viewed as a generally less risky investment as compared
to many others that are in the marketplace.

Mr. Falcon, could you comment on whether or not there are
international economic disturbances that have been seen to have a
negative impact on the risk profile of the GSEs, one, and, two, are
the potentials for global economic disruptions, international disrup-
tions included in the risk-based capital standard that you are soon
to release?
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Mr. FALCON. Let me start with the risk-based capital standard.
We have very lengthy historic data that we use that we built into
our risk-based capital regulation, issues like the credit risk where
you might have defaults associated with mortgages of the enter-
prises.

That is built into those numbers that we use to model the likeli-
hood of default and the severity of credit losses in the event that
there were defaults on mortgages.

Chairman SUNUNU. Just to be clear, you include historical infor-
mation about international interest rates and currency values as
well?

Mr. FALCON. We think—not specifically international currency
values or international economic scenarios. We think that is all
built into the historical averages that we use on default rates and
loss severities on mortgages that the enterprises are involved in.

We could look at whether or not we would want to include spe-
cific international economic problems, but that would require us to
get into a lot of speculative modeling on how much of an impact
a crisis in Asia might have on mortgage performance in the United
States, that kind of very hypothetical exercise. We try to stay away
from that and make sure that this rule matches known risk to cap-
ital.

On the first part of your question, with respect to the risk to the
enterprises from possible international crises and the flight to qual-
ity, in 1998 there was such an event and there was a flight to qual-
ity and, in fact, Fannie Mae and Freddie Mac used their mortgage
portfolio to be the market essentially for their securities. That
helped their MBSs, their debt remain very liquid and part of a
quality investment.

Chairman SUNUNU. Are there any financial instruments that you
are aware of aside from treasuries that have the level of market
liquidity that the GSEs’ mortgage-backed securities do? I mean
even outside of that extraordinary case in 1998.

Mr. FALCON. Sure. Sure. Some would point to some triple-A rated
corporate debt of some very large companies.

Chairman SUNUNU. That have higher liquidity, similar liquidity
or nearly the same liquidity?

Mr. FALCON. That are regarded as nearly as risk—that have the
same risk level as the enterprises. But they trade closely to GSE
debt. But none of those come to mind really.

Chairman SUNUNU. Thank you very much.
We thank both witnesses again. And the good news—the bad

news, rather, is you are not Alan Greenspan, but the good news is
you were able to keep a room full for about 3 hours.

Thank you for your patience and for all of the information you
provided the Task Force.

We are adjourned.
[Whereupon, at 1 p.m., the Task Force was adjourned.]

Æ
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